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AUSTRALIAN ACCOUNTANT 


IN A NEW FORM 


This issue of The Australian Accountant 
marks the beginning of a new year in the 
publication of the official journal of the 
Commonwealth Institute of Accountants, 
The Australasian Institute of Cost Accoun- 
tants, and The New Zealand Institute of 
Cost Accountants (incorporated). It marks 
also the beginning of new arrangements 
for publication. Since its inception in 
February, 1936, the journal has been pub- 
lished by Accountants Publishing Com- 
pany Limited, but under the new arrange- 
ments it will be published for the institutes 
by Butterworth and Co. (Australia) Ltd. 

In common with similar publications, the 
Australian Accountant has suffered greatly 
in size, quality and appearance from war- 
time and post-war difficulties and short- 
ages. During the war, the acute shortage 
of printing paper enforced a cumulative 
decrease in the number of pages in each 
issue and in the quality of the paper used. 
Despite attempts to overcome the limita- 
tions in size by cramming more and more 
material on to each page, the range of 
topics dealt with from month to month 
could not be maintained and many sections 
which were regular features of the journal 
before the war had regretfully to be aban- 
doned. The over-crowding of the pages and 
the lack of good quality paper greatly de- 
tracted from the general appearance of the 
journal. Moreover, in recent years, printing 
difficulties have resulted in unavoidable 
delays in publication of many monthly 
issues. 


Unfortunately, in all these respects, diffi- 
culties continue and it seems likely that it 
will be a long time before the journal can 
be raised again to its pre-war standard of 
contents, range of subject matter, and 
appearance. It is hoped and expected, 
however, that the new publication 
arrangements will make it possible to 
start on the long climb back to restor- 
ation of those standards. For the time 
being, paper shortage will prevent any 
great improvement in the quality of 
paper used; but, as it becomes practicable, 
improvement will be effected. The form 
of the journal has been changed, in the 
belief that the new form will be found 
more convenient and more easily readable 
than the old form, and the size has been 
increased to an extent which will make 
possible the gradual re-introduction of 
many of the sections which were included 
before the war. 

The taxation section will, in future, be a 
supplement to the Journal and will be 
supplied with the Journal to members of 
the Institutes; this will enable the taxation 
section to be expanded and will also pro- 
vide the opportunity for increasing the 
space devoted to general accountancy topics 
and to articles designed to assist account- 
ancy students. 

The new publication arrangements in- 
volve little alteration in the editorial staff. 
The editor is unchanged; Mr. J. A. L. 
Gunn, whose contributions to the taxation 
section and whose work as associate editor 
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in the past have been invaluable, will con- 
tinue as associate editor and editor of the 


and Mr. O. R 


taxation supplement; 


McDonald, whose many valuable services to 
students have been known and appreciated 
for so long, will continue as editor of the 


5) 


students’ section. 


This first issue in the new form makes 
its appearance at the end of January, but 
it is intended that future issues will be 


published at the middle of each month. It 
is hoped that the changes in size and form 
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which have been made will meet with the 
approval of members and of other readers 
and that they will be taken as an earnest 
of the desire of the councils of the’ Insti- 
tutes, the publishers and the editorial staff 
to raise the standard of The Australian 
Accountant progressively as existing diff- 
culties can be overcome. 

The publishers and the editorial staff 
present their compliments to their readers, 
and express the hope that the new year 
which has begun will bring them happi- 
ness, contentment and prosperity. 


) DEPRECIATION 
GOVERNMENT ACCOUNTING 


(A paper delivered at the Commonwealth Institute of Accountants Diamond Jubilee 
Convention held in Melbourne, October, 1947.) 


by 


E. A. PEVERILL, B.A., B.COM., F.I.C.A. 


It would be difficult to find a more con- 
troversial subject than depreciation in 
accounting. Happily, my task is limited to 
one phase of the subject only. 

It will be necessary as the paper proceeds 
to refer to the accounts of Boards and 
Commissions having financial autonomy 
and to public utilities and other enterprises 
coming within the ambit of Treasury 
finance. 

The general plan will be to discuss those 
matters considered to be relevant to the 
title of the paper, with emphasis on 
methods commonly in use, and in so doing 
to examine how far these methods are cap- 
able of being reconciled with current 
accounting theory. 

I do not intend to stray far from Austra- 
lian practice and it can be expected so far 
as particular examples are cited that I will 
draw on Victorian experience, with which 
accounts I am naturally more familiar. 

Early literature on the subject of depre- 
ciation seems to have been influenced by 
concepts of value rather than of cost; 
hence there has arisen some misunderstand- 
ing and confusion which still tend to linger 
on older accounting systems. Legal deci- 
sions as precedents contributed little 


towards eliminating expediency as a 
factor in determining the amount of depre- 
ciation to be charged in the accounts. The 
inescapable character of depreciation as a 
cost of a year was a later development. 
In private enterprise greater interest in 
the subject was aroused during the 1914-18 
war following rising income tax rates and 
high excess profit taxation. Similarly, 
over-capitalization in Government under- 
takings has been responsible for an in- 
creased awareness of inadequate treatment 
in Government accounting. 

In both fields of accounting the need for 
sound finance should provide an insistent 
and, in the long run, compelling argument 
against a postponement of depreciation 
costs in the expectation that these will be 
met out of some subsequent and unrelated 
earnings. 


Terms and Their Meanings 


Without attempting any comprehensive 
definition, it is convenient at this stage to 
consider certain fundamental features of 
depreciation in accounting which have 
general application. 

My first point is that depreciation in any 
form of accounting is a direct cost in 
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earning revenue. In private enterprise the 
determination of ‘‘divisible profits’’ is 
aimed at. There should be no encroach- 
ment on capital in determining divisible 
profits, otherwise dividends may be wrong- 
fully distributed. In Government under- 
takings the underlying idea is broadly that 
they should be self-supporting. If for 
some reason of Government policy there is 
a departure from this latter principle and 
the operating costs, which include depreci- 
ation, are not wholly provided from earn- 
ings, then the undertaking should be sub- 
sidised from other revenues. 


In both private enterprise and public 
utility accounting under Government con- 
trol there is, or should be, a common plan 
running through the system of accounting 
to the final presentation of accounts—that 
of matching costs and income. There should 
be full disclosure in the accounts presented 
of the profit or loss resulting from oper- 
ations during that period. i 

My next point is to answer the questions, 
what is the essential character of depreci- 
ation, and how should it be measured? At 
the risk of being tedious, I suggest first 
simplifying the situation by the consider- 
ation of a hypothetical case of an enter- 
prise : 

(a) of limited duration; 

(b) free of the necessity for periodic 
accounting ; 

(ec) whose fixed assets have become ex- 
hausted in the course of the pro- 
ject exactly at the conclusion of 
the enterprise. 

These conditions should serve to dispel 
many of the complexities associated with 
accounting for depreciation. There can be 
no doubt that the fixed assets consumed in 
the course of the project were just as much 
a cost of the undertaking as any other 
outgoing. 

We return to the realm of problems and 
difficulties as soon as we introduce periodic 
accounting, but we can advance at least one 
further step. The cost of the assets has 
been consumed during the course of the 
useful lives of these assets so that it is 
logical to apportion this cost on some basis 
relating to time or use appropriate to the 
circumstances. 

There are problems that arise from the 
fact that assets frequently become inade- 
quate and even obsolete—this aspect will 


— 
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be considered at a later stage. The primary 
essentials I have tried to bring into relief 
are, however, a necessary background in 
the examination of supposed substitute 
methods of accounting for ‘‘expired capital 
outlay.”’ 


Boards and Commissions 


The control of many public utilities whose 
initial outlay has entailed heavy capital 
expenditure from borrowed money has been 
delegated by Parliament to Boards and 
Commissions. Their powers and duties are 
generally contained in a comprehensive 
governing statute. Numerous other smaller 
authorities of a local character have also 
been established whose financial require- 
ments for capital expenditure have been 
borrowed by the Government in the first 
place and advanced as loans to the author- 
ity. Control by legislation is also exercised 
over these authorities. 

These organisations have financial auto- 
nomy and the accounting systems are the 
affair of the respective authorities. Invari- 
ably, however, the statutes make provision 
for the treatment of ‘‘depreciation.’’ There 
are differences in form and scope in the 
methods laid down, but with few exceptions 
they conform to the pattern of contribu- 
tions to replacement funds. 


The accounts of such organisations follow 
commercial accounting standards. Some 
are highly developed in this respect but all 
are obliged to adopt the technique of a 
replacement fund in their accounting for 
depreciation. In the majority of accounts 
I have seen, the method is adapted to suit 
the requirements of depreciation as a direct 
cost and the basis of calculation is mostly 
on the straight line method. 


Public Utilities Under Direct Government 
Control 


Traditional practice in Government ac- 
counting aims at a ‘‘balanced budget’’ of 
receipts and payments. It is the function 
of Parliament each year to provide ‘‘ways 
and means’’ to meet estimated outgoings. 
The cash basis is considered to afford Par- 
liament a greater control in ensuring 
adherence to its will. The periodic allo- 
cation of depreciation costs does not fall 
readily into this system, but it has been 
grafted on to it by setting up Replacement 
Funds into which Parliament directs the 
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annual contribution which is to be made 
from revenue. This has been done, partic- 
ularly in Victoria, where the procedure has 
been applied in respect of Railways, 
Country Water Supply, the State Coal 
Mine and the Maffra Sugar Factory. It 
could with advantage be extended to the 
lesser trading activities that come within 
the ambit of the Budget. 

The defects of a cash system where profit 
or loss is to be ascertained need no elabor- 
ation. It should, however, be mentioned 
that wherever a department or a branch of 
a department engages in trading operations 
or renders services for which a direct pay- 
ment is received, accounts are prepared on 
a commercial accounting basis in which 
depreciation costs are recorded. Annual 
accounts and balance sheets for each of 
these enterprises are of prime importance 
to the responsible Minister and to officers 
engaged in their administration. 

Similar procedure is followed in other 
States, as a perusal by anyone interested in 
Government finance statements will con- 
firm. 


A Closer Examination of Methods 


The influence of the cash basis in govern- 
mental accounts and the double accounts 
system in public utilities in England and 
elsewhere provides the key to the use of 
the ‘‘replacement on retirement’’ method 
up to the time its inadequacy became mani- 
fest and yielded to methods more in keep- 
ing with sound finance. There has been 
a long period of transition between the past 
and the present which accounts for the 
existing divergent practices in public 
utility accounting. 

In the differing practices can be dis- 
cerned three broad classifications towards 
which further discussion will be directed— 

(a) Replacement on retirement. 

(b) Contributions to a Replacement 
Fund. 

(ec) Debt redemption. ‘ 

The first is generally admitted to be un- 
sound, the second is not necessarily associ- 
ated with depreciation but is capable of 
reconciliation with its concept as an annual 
cost. Debt redemption appears to be en- 
tirely unrelated to depreciation, but in 
Government finance it is a practical con- 
sideration that must be faced since the 
Replacement Fund and debt redemption 
are regarded as dual and inter-related 
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approaches to the larger problem of safe 
finance. 


Replacement on Retirement 
This system has no real relation to depre- 


ciation in accounting unless it be merely, 


verbal, for in effect it postpones depreci- 
ation until a unit of plant falls due for 
replacement. As already mentioned, it is 
reminiscent of the Double Account system 
in its earliest form. Most public utilities 
using this form of accounts have made 
adaptations to include some form of depre- 
ciation provision in their accounting sys- 
tems. 

Under this method there is negligible 
expenditure on account of replacements in 
the initial years, followed by uneven but 
progressively higher costs in subsequent 
years until heavier expenditure is being 
incurred that could approximate depreci- 
ation costs but is more likely to continue to 
be uneven. in its incidence. As a guide to 
management in the planning and consider- 
ation of future operations, the ‘‘profit’’ or 
‘loss’? under these circumstances is un- 
reliable. 

A serious danger under this plan is that 
replacements may fall due during a series 
of lean years or may even reach propor- 
tions that cannot be carried in a time of 
buoyant revenues. In these circumstances 
replacement must be deferred, with a con- 
sequent loss of efficiency and an unduly 
high maintenance cost, both manifestly un- 
economic, or, as has happened in the past, 
recourse must be had to further loan expen- 
diture. In this latter event the under- 
taking becomes over-capitalised and a fur- 
ther interest burden is thrown on future 
operations. 

In Tasmania, Queensland and Victoria 
over-capitalisation in railway undertakfngs 
has followed just such causes (doubtless 
there has been similar experience in other 
States), but in those named it was recog- 
nised that the heavy interest charges on 
dead weight indebtedness left no possibility 
for the undertaking to function as an econ- 
omi¢ unit. In each of the named States 
legislation was introduced to provide for 
the transfer to the general taxpayer of debt 
charges on loan expenditure unrepresented 
by assets. 

Explaining the Bill in the Victorian Par- 
liament in 1936, the Minister said: ‘‘If 
provision had been made for depreciation 
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in the developmental period of the State 
the accrued depreciation would have been 
covered by a replacement and renewal 
fund or the loan liability would have been 
correspondingly reduced. Because of the 
failure to provide adequately for depreci- 
ation, which unquestionably forms part: of 
the cost of giving service, the true results 
of operations have not been shown in the 
railway accounts.’’ 

Somewhat similar references were made 
during the passage, of the Queensland Act 
in 1931 through the Parliament in that 
State. The quotation is given because it 
expresses so concisely accounting theory 
which could be readily endorsed by this 
Convention. 

It seems to be common practice in respect 
of equipment and other assets used in 
carrying on the primary functions of 
government to keep to the ‘‘replacement on 
retirement’’ method. 

A considerable part of these assets con- 
sists of substantial buildings on which loan 
moneys were originally expended. In the 
absence of such calamities as flood, fire, 
earthquake, ete., the useful life of such 
buildings would most certainly exceed the 
period during which the loan liability 
thereon would be repaid under existing 
schemes of debt redemption and it is not 
unreasonable to expect future generations 
to reborrow for their replacement. How- 
ever, depreciation, as such, has no place 
in the accounting system in relation to 
these assets. 

Expenditure on general equipment has 
probably been made from revenue and 
relatively such equipment has a short life. 
This class of asset is accordingly not in 
the same category as buildings. There 
would need to be some stronger reason, 
however, for making any change in this 
practice than a desire for more accurate 
accounting, since no purpose is served 
which is in any way comparable with the 
matching of the income and costs of a 
Government undertaking. The existing 
practice is deeply entrenched and any 
change would involve an amount of 
research greatly out of proportion to any 
accounting advantage which might be 
gained. 


Contributions to Replacement Fund 


It has already been stated herein that 
this method is in use in some form in most 
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Government undertakings, whether con- 
trolled directly as a department or indi- 
rectly as a more or less autonomous body, 
and that with most of these separate 
authorities reasonably ascertained depreci- 
ation is the measure of the contribution 
and is charged through operating expenses 
as depreciation. 

This is not the case where undertakings 
come within the budgetary system of the 
Treasury. The real defects of the scheme 
lie in the fact that they are budgetary 
items and are dependent on there being 
sufficient revenue to ‘‘balance the budget.”’ 
If the revenue over all proves more than 
sufficient for that purpose the contribution 
may be in excess of accrued depreciation. 
On the other hand, when the revenue leaves 
insufficient margin the accrued depreci- 
ation may be under-provided. 

A striking illustration of this position 
exists in the Victorian Railways Depart- 
ment. Since the financial year 1937-38, 
when the readjustment of the finances of 
this undertaking first took effect, both 
under- and over-provision have been ex- 
perienced, with the net result that at 
present the fund has been credited with 
more than the aggregate depreciation costs 
during the intervening years. A footnote 
appended to the published Railways bal- 
ance sheets discloses the effect on the sur- 
plus or deficit, but as the Railways oper- 
ations come within the Budget in this 
State the practice detracts somewhat from 
the significance of the amount of surplus 
disclosed each year. 

Depreciation charged through the oper- 
ating accounts in private enterprise has the 
effect of increasing the working capital. A 
similar result follows in Government ac- 
counting unless there is provision for the 
fund to be invested and for the interest 
on the investment to be accumulated in the 
fund—a fairly common requirement. 

The erection of distinct funds for the 
replacement of assets as they are retired 
is the essential feature in Government 
accounting. The investment outside Gov- 
ernment funds is not an essential but inten- 
sifies the purpose underlying the funds— 
that they will be used for no purpose other 
than originally intended. 

In private enterprise the financial re- 
sponsibility rests in the hands of the diree- 
torate of an organisation. Similarly, Gov- 
ernments give the decisions on financial 
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policy, but they are apt to change much 
more frequently. The emphasis on setting 
aside separate funds for particular pur- 
poses is intended to carry with it a sugges- 
tion of inviolability. 

Debt Redemption . 

In Government accounting, as explained, 
the use of replacement funds is firmly 
established. This procedure can be adapted 
in respect of Government undertakings so 
that depreciation may be charged as a cost 
in the year to which it relates. It still 
remains to consider the place of debt re- 
demption in the general scheme. 

In 1935 a Victorian Treasury Committee, 
in co-operation with Mr. H. A. Pitt—at 
that time the Victorian Director of Finance 
—presented a paper before the Economic 
Society of Australia and New Zealand, on 
this subject, in the hope that it might assist 
in arriving at principles which would be of 
general application. Considerable research 
must have been devoted to the preparation 
of this paper, and in the concluding para- 
graphs three questions are suggested as 
subjects for systematic investigation— 

(1) To what extent should provision be 
made for depreciation by Australian 
Governments in view of the sinking 
fund obligations under the Finan- 
cial Agreement? 

(2) To what extent should provision be 
made for the redemption of debt in 
the case of public bodies, where 
adequate depreciation provision is 
being made? and 

(3) To what extent should depreciation 
provision be made by public bodies 
where sinking fund contributions 
for debt discharge are being made? 

A sinking fund for debt repayment obvi- 
ously is a matter quite distinct from depre- 
ciation. Apart from its prime purpose of 
liquidating debt, it has a secondary pur- 
pose of maintaining the confidence of the 
investing public. 

It is not a substitute for depreciation. 
Some of the plant used in Government 
undertakings would be replaced many 
times during the period it would take for 
the sinking fund contribution to repay the 
debt. 

Revenue applied to the repayment of 
borrowed money establishes an equity in 
assets acquired from that source, assuming 
that depreciation has been adequately pro- 
vided from revenue. 
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‘ 


The wisdom of substantially increasing 
that equity is a matter of financial policy. 
Carried to extremes, posterity will benefit 
at the expense of the present generation, 
but posterity may be entitled to some 
counterbalance for continuing debt charges 
on lost capital from which it will have 
derived no benefit. 

Few contributors to Government revenue 
would willingly consent to a financial 
policy which was overgenerous to future 
generations. Contributions to sinking 
funds have thus come to be looked upon 
as duplicating to some extent the contri- 
butions to replacement funds. 

It would be logical in these circumstances 
therefore to draw upon the appropriate 
replacement funds for debt redemption at 
a point where it is considered that the 
Government’s equity in the assets of its 
undertakings need not be further increased. 
In this view adequate depreciation will 
necessarily have been charged and taken 
to those replacement funds. 

To be adequate the rate calculation will 
require to have been based not only on 
wear and tear and decay, but on obsoles- 
cence. Some provision is made for obsoles- 
cence where the rates applied to plant units 
are based on experience extending over 
many years. This will cover average 
changes, but obsolescence of a kind due to 
other than ordinary changes will not be 
embodied in rates so determined. Obsoles- 
cence of this kind is problematical and any 
estimate would be a matter of conjecture. 
Nonetheless some provision for obsolescence 
is required in rate determination, otherwise 
the cost of the obsolete asset will not have 
been fully distributed in depreciation 
charges. 


Conclusion 


1. In government accounting in respect 
of undertakings of a business or trading 
character depreciation is as much a cost as 
any other outgoing and should be consis- 
tently treated as such. 

2. The accumulation of depreciation 
charges in appropriate funds in order to 
provide for the replacement of assets is a 
desirable feature in government accounting. 

3. Unless as a matter of financial policy 
an equity is desired in the assets of a Gov- 
ernment undertaking, the sum taken to a 
replacement fund should be the equivalent 
of the depreciation charge less the sinking 
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fund contribution appropriate to the loan 
capital of the undertaking. 

4. In order that financial policy may be 
based on reliable data considerable expert 
research is necessary. 

In its paper for 1935, to which I have 
already referred, the Victorian Treasury 
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Committee concluded with this suggestion : 
‘*Consideration might well be given to the 
appointment of an expert committee, com- 
prising representatives of Governments and 
others, in order that there might be a 
systematic investigation of the position.’’ 

In 1947 a need for the findings of such 
a committee continues. 


THE ACCOUNTS OF 
GOVERNMENT RAILWAYS 


(Being a Commonwealth Institute of Accountants Research Lecture delivered in the 
Canberra University College, 30 September, 1947, and in the Hydro-Electric 
Theatrette, Hobart, 4 November, 1947.) 


by 


G. E. FirzGERALD, B.A., B. COM., F.I.C.A. 


1. NEED FoR SouND METHODS OF 
ACCOUNTING. 


At the first Commonwealth Institute of 
Accountants Research Lecture delivered in 
Melbourne in October, 1940, the lecturer 
said, ‘‘One particularly urgent need in 
Australia is research into the accounting 
methods of public business as carried on 
by Government departments, Boards, Com- 
missions, and local governing bodies.’’* 

I have, therefore, been prompted to turn 
my attention to this field. Public business 
covers such a wide range of activity, em- 
bracing so many different types of enter- 
prise, that I have found it necessary to 
confine my examination to one such busi- 
ness. Doubtless, many comments relating 
to the accounts of Government-owned rail- 
ways might well be made with equal force, 
and in some cases with greater justification, 
to other Government businesses. 

Reports of various Railways Commis- 
sioners contain frequent reference to the 
essential nature of the service rendered by 
this mode of transport. The General 
Manager of the South African railways 
recently said : 

One of the important lessons to be learnt from 

the recent world conflict is the extent to which 

the Union’s economy is dependent on rail 
transport ... The experience during the war 
has conclusively proved the truth of the maxim 
that in the haulage of heavy and bulk traffic, 


descriptions, and in its ready adaptation to 

increased demands made upon it, rail transport 

has no rival.2 

‘“‘The railroads constitute one of the 
largest if not the largest industry in the 
United States,’’* and in Australia ‘‘the 
welfare of the State Budget is centred 
largely in the transport undertakings.’’* 
The extent of these undertakings is indi- 
cated both by the amount of public debt 
charged to the railways and their annual 
gross earnings. The public debt on all 
Government railways in Australia appears 
in the balance sheets at over £300,000,000, 
while gross earnings for the year ended 
30 June, 1946, amounted to over 
£54,000,000. 

Sound methods of accounting, the ascer- 
tainment of results in accordance with 
generally accepted rules, and the presen- 
tation of informative statements are, there- 
fore, matters of some importance, not only 
to railway officers, but also to members of 
the legislature and the general public. 

To quote an American writer: 

Just legislation and rate regulation require an 

intelligent appreciation ‘of the information to 

be had from the earnings, statements and bal- 
ance sheets of the railroads.5 

I do not propose to examine the account- 
ing procedure for recording and classify- 
ing data relating to railway transactions, 
for there is good reason to believe that the 


in the large-scale movement of materials of allé$systems in operation are generally effective 
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and efficient, and further, such an examin- 
ation would serve little purpose in a lecture 
of this description. Also, so far as possible, 
I shall endeavour to avoid matters involv- 
ing questions of policy. 


2. RAILWAYS IN ENGLAND. 


Though railways as we know them today 
are of relatively recent origin, the first 
railway of which we have any record dates 
back to about the year 1600, when the first 
wooden railway was laid in Newcastle, 
England. In 1776 the first iron railway 
was laid near Sheffield and 25 years later 
the first railway to receive parliamentary 
approval was put down. The first steam 
railway—the Stockton and Darlington— 
was opened for traffic on 27 September, 
1825, and ‘‘by the middle of the century a 
network of railways had spread all over 
Europe.’”® 

The principle of parliamentary control 
over railway charges has a history of 
nearly 200 years in England, but prior to 
1844 the restrictions on rates and charges 
were very small. In 1844 maximum rates 
were fixed for each company, but this ‘‘left 
a large margin for the charging of excep- 
tional rates lower than maximum rates.’” 

Prior to the nationalisation of railways 
in England, which became effective on 
1 September, 1947, railway accounts were 
regulated by the Railway Companies 
(Accounts and Returns) Act, 1911, as 
varied by the Railway Companies (Ac- 
counts and Returns) Order, 1928. See- 
tion 1 (i) of the Act read: 

**Every railway company shall annually 
prepare accounts and returns in accord- 
ance with the form set out in the First 
Schedule to this Act and shall submit their 
accounts to their auditors in that form.”’ 

These ‘‘accounts and returns’’ comprised 
twenty-three financial statements and the 
same number of statistical returns, as well 
as a map, explanatory of the railway 
system, and an index. Altogether the 
annual statements as published made a 
valuable and informative volume. 

The financial statements included, inter 
alia, Receipts and Expenditure on Capital 
Account, details of Capital Expenditure 
for the year, General Balance Sheet (the 
balance sheet being in the double account 
form), Revenue Receipts and Expenditure 
of the whole undertaking, Proposed Appro- 
priation of Net Revenue, Receipts and Ex- 
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penditure in respect of Railway Working, 


_supported by five abstracts of Working 


Expenses setting out details of— 
(a) Maintenance of way and works, 
(b) Maintenance of rolling stock, 
(ec) Locomotive running expenses, 
(d) Traffic expenses, 

(e) General charges. 


3. AMERICAN RAILROADS. 


Though railroads in America have a 
shorter history than in England, there has 
been developed a most complete uniform 
accounting system. As Guthmann says, 
“there has been available since that date 
(July, 1907) uniform and intelligible in- 
formation for investors, regulatory bodies, 
shippers and the general public.’’ ‘‘ Rail- 
road statements are the most complete 
in information and are accompanied by a 
wealth of statistical data to assist in their 
interpretation.’’ ‘‘In the industrial and 
mercantile field there is nothing compar- 
able to this system of uniform accounts.’’® 

This standard accounting system has 


been laid down by the Interstate Com- 
merece Commission, a commission created 
by Act of Congress in 1887, ‘‘as a result of 


inadequate control of accounting records 
and the consequent overstatement of fixed 
assets and investment accounts.’’® The 
Act gave the Commission power to pre- 
scribe the accounts to be kept by railroads, 
but insufficient power was given to enforce 
any such prescription. However, a large 
measure of uniformity was _ obtained 
‘‘through the influence of the Interstate 
Commerce Commission, the Association of 
Railway Accounting Officers and _ the 
National Association of Railway Commis- 
sioners of the States.’’!° 

In 1906 the powers of the Commission 
were increased. It now exercises effective 
control over the accounts of the railroads, 
a uniform system being laid down in a 
publication of 270 pages covering over 800 
accounts. Account classifications (financial 
and. statistical) and forms of balance sheet 
and operating statements are clearly set 
out with detailed instructions as to -the 
transactions to be entered in each account. 

The accounts are classified on a fune- 
tional basis, in many respects similar to 
the English classification, railway revenue 
being recorded under Freight, Passenger, 
Baggage, Sleeping Car, Mail, etc., and in- 
cidental revenue such as Dining and 
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Buffet, Parcel Room, Storage, ete. General 
accounts for expenditure comprise Main- 
tenance of Way and Structures, Mainten- 
ance of Equipment, Traffic, Transportation, 
Miscellaneous, Operations, and General. 

In addition to the annual accounting 
statements, a monthly comparative state- 
ment of ‘‘Railway Reverues and Ex- 
penses’’ in condensed form is published 
by the Bureau of Railway Economics. This 
gives figures for the month and progressive 
figures for the year compared with those 
of the preceding year, showing absolute 
and percentage increases and decreases. 
The statement for May, 1947, includes 
figures of 126 Class 1 railroads (i.e., rail- 
roads with annual operating revenues in 
excess of one million dollars). Such a 
statement is rendered possible by the extent 
of standardisation of accounting attained. 


4. AUSTRALIAN RaAILways. 


The Railway Commissioners in Australia 
are to be commended for setting an 
example to the Treasuries and other Gov- 
ernment departments in standardisation of 
accounts. By conferences of officers a sys- 
tem of account keeping has been evolved 
which enables each of the railways depart- 
ments, by exchanging accounts and statis- 
tics, to obtain the benefit of the experience 
of all railways throughout Australia. 

Earnings and working expense accounts 
conform to a uniform classification ap- 
proved by the Railway Commissioners of 
Australia. The present classification has 
been in operation since 1 July, 1929. 
Capital.expenditure also is covered by a 
uniform classification, the latest revision of 
which has been effective since 1 July, 1939. 

As in England and America, the 
accounts are classified on a functional 
basis, and doubtless the systems laid down 
in those countries served as a basis for the 
Australian system. ‘‘Earnings’’ are set out 
in general accounts covering Passenger, 
Parcels, Mails, Goods, Electrical Energy, 
and incidental revenue such as Dining 
Cars, Refreshment Rooms, ete., while the 
general accounts for working expenses com- 
prise Maintenance of Way and Works, 
General Superintendence Rolling Stock, 
Maintenance of Rolling Stock, Motive 
Power, Transportation and Traffic, ete. 
However, the instructions are not so 
detailed as in the American system, ‘‘Gross 
Earnings’’ in the Australian classification 
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being described in approximately 250 
words compared with instructions of nearly 
5,000 words relating to ‘‘Operating Rev- 
enues’’ in the American classification. 
Further, the Australian classification does 
not prescribe forms of operating statement 
or balance sheet. 

Despite this standard classification of 
capital expenditure, earnings and working 
expenses, there are many differences in the 
accounting practices of the various railway 
departments in Australia, and in the rela- 
tionships between railway*and Treasury 
accounts of the various States. The same 
degree of uniformity has not been reached 
in the accounts of our Government-owned 
railways as that obtained by Government 
regulation of railways operated by private 
enterprise in England and America. 

Annual reports of the Commonwealth 
Grants Commission have, almost without 
exception, drawn attention to difficulties 
due to lack of uniformity in the presenta- 
tion of Government accounts. A study of 
English and American railway accounts 
indicates that there should be no insur- 
mountable obstacles in the way of obtain- 
ing complete uniformity in the accounting 
practices and in the form of presentation 
of financial statements of Australian rail- 
ways. 

5. DIFFERENCES IN ACCOUNTING PRACTICES 
AND IN THE PRESENTATION OF FINANCIAL 
STATEMENTS OF AUSTRALIAN RAILWAYS. 


The following differences are disclosed 
by an examination of the reports of the 
Railway Commissioners. 

(a) The Operating Statements Presented: 

No two Australian railways adopt pre- 
cisely the same form for presentation of 
the operating results, though some of the 
differences involve little more than termin- 
ology ; others are more fundamental. 

The Commonwealth Railways present 
one account—a Profit and Loss Account 
covering. all operations. 

In New South Wales five accounts are 
presented, viz. : , 

Traffic services—Income and Expendi- ° 

ture Account. 

Traffic services—Net Revenue Account. 

Refreshment rooms—Trading and Profit 

and Loss Account. 

Refreshment rooms—Net Revenue <Ac- 

count. 
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Traffic services and refreshment rooms— 
Revenue Appropriation Account. 

No operating statement is present in 
Victoria, but a summary of the result of 
operations and a comparative statement 
covering operations of the last two years 
are included in the body of the report. 

South Australia present two accounts, a 
Profit and Loss Account in two parts and 
a Profit and Loss Accumulation Account. 

In Queensland a ‘‘table’’ is presented 
showing working expenses and earnings in 
the form of a profit and loss account. 

Western Australia gives a table showing 
totals of earnings, working expenses and 
interest charges, and Tasmania presents 
three accounts, Trading Account, Profit 
and Loss Account and Net Revenue appro- 
priation Account. 

In each instance the reports are sup- 
ported by an analysis of earnings and 
working expenses giving a general indi- 
cation of the nature of the earnings and 
expenses included under each heading. It 
is in these analyses that the greatest 
degree of uniformity is attained, since 
they reproduce the general classifications 


adopted by the Railway Commissioners. 
But even here the amount of detailed in- 
formation varies in the different States, 
while some States include as working ex- 
penses items which are not so regarded in 
others. 


(b) The Balance Sheets: 

Four railways present balance sheets in 
similar form, namely, the Commonwealth, 
Victoria, South Australia and Tasmania. 
The form used by commercial enterprises 
has been adopted. 

In New South Wales a balance sheet in 
the double account form is used, giving a 
statement of receipts and disbursements on 
capital account and a general balance sheet. 

Western Australia uses a single state- 
ment in which one of the features of the 
double account system in incorporated, as 
it shows separately the funds obtained for 
capital purposes, expenditure therefrom 
and any unexpended balance. No balance 
sheet is presented by the Queensland rail- 
ways. 

(ce) The Treatment of Depreciation: 

Although the standard classification of 
earnings and working expenses lays down 
a procedure for dealing with replacements 
and worn-out assets, there are variations in 
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practices in the various Australian rail- 
ways as follows: 

Commonwealth. Depreciation is 
shown in the published accounts. 

New South Wales. Depreciation of re- 
freshment room equipment is charged in 
the Trading and Profit and Loss Account— 
Refreshment Rooms, but no charge for 
depreciation appears. in the operating 
statement for Traffic Services. Retirement 
of assets of this service is charged in the 
working expenses each year. 

Victoria. Depreciation is not charged, 
but working expenses include a contribu- 
tion to ‘‘Railway Renewals and Replace- 
ment Fund,’’ the balance of which is car- 
ried forward in the’ balance sheet. The 
amount of the fund is retained-as a credit 
balance with the Treasury. 


South Australia. The profit and loss 
account includes an annual charge for 
depreciation of £120,000. The amount pro- 
vided is credited to a National Debt Com- 
mission account, against which retired 
assets are written off, the balance being 
carried forward in the balance sheet as an 
allocation for reduction of loan liability. 

The balance sheet also includes as 
‘‘reserves’’ Rolling Stock Depreciation 
£5,305 and Islington Works Machinery 
Depreciation £136,710. The former repre- 
sents the balance of an account built up 
during the years 1928-29 to 1930-31, while 
the latter represents amounts set aside 
during the five years ended 30 June, 1946, 
to cover increased depreciation on mach- 
inery used for defence works. 

Queensland. The Queensland main rail- 
ways accounts do not show any charges for 
depreciation. 

Western Australia. No charge for depre- 
ciation is included, but for the year ended 
30 June, 1946, renewals and replacements 
amounting to £59,623 were charged as 
working expenses. The balance sheet at 
30 June, 1946, shows under ‘‘Suspense 
Account’’—Reserve for Replacement of 
Rolling Stock £41,192. 

Tasmania. Depreciation is charged as a 
separate item in the Profit and Loss 
Account, the amount provided, which 
varies from year to year, being credited 
to a Depreciation, Obsolescence and Re- 
placement Account from which renewals 
and replacements are provided. The bal- 
ance sheet includes amongst funds five 


not 





January, 1948 


depreciation accounts with aggregate bal- 

ances of £542,684. 

(d) Contributions to National Debt Sink- 
ing Fund: 

Some railways provide for contributions 
to National Debt Sinking Fund, but others 
do not. The procedure is as follows: 

Commonwealth. Profit and Loss Account 
is charged with a contribution to the 
National Debt Sinking Fund, the amount 
provided being written off ‘‘Loan Funds 
provided by Parliament.’’ 

New South Wales. A contribution to 
National Debt Sinking Fund is charged to 
Traffic Services—Net Revenue Account, 
and the balance of the account, after de- 
ducting amounts written off for retirement 
of assets, is carried to the balance sheet. 

Victoria. Annual contributions are made 
to the National Debt Sinking Fund, which 
is shown as a ‘‘reserve’’ in the balance 
sheet. 

South Australia. Annual contributions 
to Sinking Fund, varying between £1,102 
in 1937-38 and £65,123 in 1945-46, are 
charged in the second section of the Profit 
and Loss Account and credited, with the 
amount provided for depreciation, to the 
National Debt Commission Account for 
reduction of loan liability and writing off 
of retired assets. 

No Sinking Fund contributions are pro- 
vided by the other States. 

(e) Interest: 

In the accounts of two railways, namely 
the Commonwealth and Tasmania, interest 
is charged in the Profit and Loss Account, 
but in the accounts of the remainder it 
appears as a charge after the net reventie 
from railway working has been ascertained. 
(f) Terminology: 

One of the main causes of obscurity in 
published accounting statements is the use 
of ambiguous terms. Familiar words are 
often used in a sense which is different 
from their non-technical meaning, while 
technical terms are sometimes used in a 
manner which leaves even the technically 
trained person in doubt regarding their 
precise meaning. 

Two examples of the latter appear in 
railway balance sheets in Australia. The 
assets of one railway include the item 
*‘Balance at credit of Special Accounts 
£762,261,’’ while the assets of another in- 
clude ‘‘ Railway Renewals and Replacement 
Account £2,884,235.’’ No further descrip- 
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tion of these items is given and we are 
left guessing as to the nature of these 
‘*assets.’’ ; 

The term ‘‘reserve’’ appears frequently 
in the balance sheets, applied to items 
essentially different in nature and pur- 
pose. 

The following ‘‘reserves’’ 
the various balance sheets: 

1. Railway Accident and Fire Insurance 

Reserve. 
2. Railway Renewals and Replacements 
Reserve. 
Reserve for Depreciation. 
Reserve for Deferred Maintenance. 
Reserve Accounts— 
Depreciation, Obsolescence 
Replacement. 
Munitions Annexe Depreciation. 
Bond Store Depreciation. 
Motor Vehicle Assurance. 
Superannuation Equalisation. 
Railway Maintenance (War-time). 
Suspense Accounts— 
Reserve for Deferred Maintenance. 
Reserve for Inter-System Revenue 
Settlements. 
Reserve for Replacement of Rolling 
Stock. 
Reserve for Accident and Fire In- 
surance. 
Reserve for Provision 
Stock and Equipment. 
Reserve for Wages and Salary Com- 
mitments. 
General Reserve—Refreshment 
Rooms. 

10. Accrued Leave Reserve. 

11. National Debt Sinking Fund Reserve. 
(g) Losses Resulting from Concessions in 

Fares and Freights and Other Causes. 

From time to time Railway Commis- 
sioners claim, apparently not without justi- 
fication, that their operations are burdened 
with losses from development lines which 
can never become payable, from concessions 
in fares and freights granted to assist 
industry, and from other causes. To the 
extent of these losses a subsidy is granted 
by the railway to some other activity and 
the Commissioners might reasonably expect 
to receive some reimbursement of these sub- 
sidies. Such losses are not mentioned in 
the reports of all the railways. Where they 
receive comment, variations in treatment 
accorded by the different Governments is 
apparent : 


ce 


are noted in 


and 
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Commonwealth. The railway bears cer- 
tain losses of this description, namely : 

(a) for transporting Leigh Creek coal 
at 4d. per ton mile, resulting in 
heavy financial loss that represents 
a direct subsidy towards develop- 
ment of the coal field; 
in dry seasons from freight conces- 
sions on starving stock and fodder 
to feed such stock. 

New South Wales. An annual contribu- 
tion of £800,000 is made from Consolidated 
Revenue towards meeting losses on working 
of country developmental lines. This is 
brought to account by the railways in the 
Net Revenue Account. 

Victoria. The Treasury recoups the rail- 
ways for losses resulting from reductions 
in outer suburban fares and working of 
certain lines of railway. The amount varies 
from year to year. For the year ended 
30 June, 1946, it was £25,994. 

Queensland. Concessions in freight rates 
and in fares to women and children living 
in western areas are borne by the railways. 
For 1945-46 the value of these is stated at 
£271,173. 

The reports of the Railway Commis- 
sioners in other States do not contain any 
estimates of losses of this nature. 

In some States, namely, Victoria, Queens- 
land and Tasmania, reductions have been 
made in the capital indebtedness of the 
railways, which are thus relieved of some 
portion of the interest burden. One reason 
for such reductions was the realisation that 
railway services have contributed to the 
development of the State. 

(h) Working Expenses: 

There is a surprising lack of uniformity 
in the items of working expenses included 
in the accounts. For example, in one in- 
stance the Commissioner’s salary is not 
paid by the department and consequently 
does not appear in its working expenses; 
in another instance the cost of long service 
leave is not borne by the railway. Such 
treatment is, of course, in conformity with 
some governmental policy, but unfortu- 
nately it causes the railway departments to 
produce statements which do not reflect the 
correct result of railway operations. 

(1) Relationship to Treasury Accounts: 

Though accounts of all the railways are 
prepared on the income and expenditure 
basis, there is an absence of uniformity in 
the methods of bringing their results into 


(b) 
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the budgets of the respective Governments. 
Five different methods are in operation, 
namely : 

(i) On a strictly cash basis. This is 
adopted in South and Western Australia 
as well as in the Commonwealth. The 
Treasury figures include only revenue 
actually received and expenditure actually 
disbursed. Comparisons of the railway 
and Treasury accounts of these under- 
takings for the year ended 30 June, 1946, 
are as follow: 

In In 
Railway ‘Treasury 
Accounts Accounts 
£4,897,151 £4,919,619 


South Australia— 
Railway revenue 
Railway expendi- 

ture (exclud- 
ing interest).. 5,224,240 5,216,060 
£327,689 


Deficiency £296,441 





Western Australia— 
Railway revenue 
Railway expendi- 

ture (exclud- 
ing interest) .. 


£4,106,718 £4,143,413 


4,026,706 


Surplus £289,976 


£80,012 


— « -* 





Commonwealth— 
Railway revenue 
Railway expendi- 

ture (exclud- 
ing interestand 
other charges) 


£1,565,394 £1,664,400 


1,502,180 1,592,485 





£63,214 


Surplus £71,915 





(ii) Of a mixed character, a cash basis 
being applied to revenue and an accruals 
basis to expenditure. This occurs in 
Queensland, where a comparison of the 
railway and Treasury accounts for the 
year ended 30 June, 1946, would be as 
follows : 

In In 
Railway Treasury 
Accounts Accounts 
Railway revenue £11,430,908 £11,607,889 
Railway expendi- 
ture (exclud- 
ing interest) .. 


10,104,262 10,104,262 





Surplus £1,326,646 £1,503,627 
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(iii) Similar to (ii) above, in that ex- 
penditure incurred is brought to account 
by the Treasury, but some expenditure 
items are accorded different treatment in 
each set of accounts. This occurs in Vic- 
toria, where the comparison for the year 
ended 30 June, 1946, is as under: 

In In 
Railway Treasury’ 
Accounts Accounts 
Railway revenue £14,768,322 £14,821,684 
Railway expendi- 
ture (exclud- 
ing interestand 


Sinking Fund) 12,615,559 12,624,040 





Surplus 


£2,152,763 £2,197,644 





(iv) No railway accounts are kept by 
the Treasury. The accounts presented are 
those of the Railway Commissioner. This 
occurs in New South Wales, where sur- 
pluses earned since the introduction of this 
system have been left with the railways. 

(v) Similarly, in Tasmania railway ac- 
counts are not kept by the Treasury, but 
the loss on the year’s operations is reim- 
bursed by the Treasury in the following 
year. It is thus brought to account as 
Treasury expenditure, not in the year of 
operations, but in the year following. 

This somewhat tedious survey of differ- 
ences between the accounting practices of 
the various Government-owned railways, 
and the methods of incorporating their 
results in the budget statements, is pre- 
sented for the purpose of demonstrating 
the advisability of investigating ways and 
means of obtaining uniformity in practices 
and methods. 


6. SUGGESTIONS FOR IMPROVEMENT: 


Consideration will now be given to sug- 
gestions for improvements in (a) the form 
of presentation of the financial statements, 
(b) terminology, (c) treatment of depreci- 
ation, and (d) relationship to Treasury 
accounts. 

(a) The Form and Presentation of Finan- 
cial Statements : 

The earliest records of financial state- 
ments in England are the ‘‘charge and dis- 
charge’’ statements by which manorial 
agents reported to the lord of the manor 
upon their activities. These were the fore- 
runners of financial statements of govern- 
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ments, and apparently they were prepared 
in the two-sided form." 

With the growth of large trading part- 
nerships and companies it became necessary 
to prepare statements for the information 
of the proprietors. Some centuries prior 
to this we find evidence of complete sys- 
tems of double entry bookkeeping with 
ledger accounts in Dr. and Cr. form. 

It is not surprising therefore to find that 
the earliest statements prepared for the 
information of proprietors followed closely 
the ledger account form which had so long 
been in use by bookkeepers. It is surpris- 
ing to find that this technical form is still 
extensively used in the twentieth century. 

During the last twenty years or so an 
increasing amount of attention has been 
devoted to the form of presentation of 
financial statements of companies. New 
forms of statements have been produced by 
many progressive companies, and some of 
the best features of these statements have 
now been widely adopted. These develop- 
ments have been assisted by a series of 
recommendations on accounting principles 
issued by the Institute of Chartered Ac- 
countants in England and Wales, in which 
particular attention has been devoted to 
the form, arrangement and classification of 
items in published financial statements. 
Many of these recommendations have been 
endorsed by the Institute of Chartered 
Accountants in Australia. 

Whilst it is realised that most of the 
financial statements of Governments are 
unavoidably complex because of the wide 
range of activities covered and the great 
mass of detailed information they contain, 
there appears to be no reason why Govern- 
ment-owner businesses should not improve 
the presentation of their statements by 
following the examples set by progressive 
public companies and by adopting some of 
the recommendations of the accountancy 
institutes. 

In some respects the statements pub- 
lished by our Government railways are 
superior to those presented by other Gov- 
ernment departments. They contain a vast 
amount of financial and statistical infor- 
mation and much of it is well presented. 
In particular, the abstracts of working ex- 
penses and the analyses of earnings and 
working expenses mostly conform to the 
best standards of modern practice, and 
leave little room for improvement. The 
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information is well classified, comparative 
figures are presented and the analysis is on 
sound lines. Unfortunately, the operating 
statements and balance sheets do not reflect 
the same amount of careful planning. 
Classification and grouping of items is 
either absent or bad; comparative figures 
are seldom given, and terminology is mis- 
leading. In this respect, English state- 
ments were just as bad and only by refer- 
ring to American statements can we find 
any approach to more enlightened modern 
practice. 

The double account form still used in 
New South Wales, and apparently based 
on English precedent, has long been recog- 
nised as unsound in principle and unsatis- 
factory in practice. It presupposes the 
establishment of two separate funds, one 
for investment in permanent assets which 
will always be maintained at original cost 
value by repairs, renewals and replace- 
ments, and the other to be used for working 
such permanent assets. 

It draws a sharp distinction between 
revenue and capital expenditure. This is 
not in accord with modern accounting 
thought which draws attention, to the 
similarity between all expenditure incurred 
by an enterprise. 

The ascertainment of profits under the 
double account system, in effect, consists 
of a determination of the excess of revenue 
receipts over out-goings properly charge- 
able to revenue account. 

There are many legal and practical ob- 
jections to the system, including, inter 
alia, (a) the distinction drawn between loss 
on capital and loss on revenue, which has 
no foundation in principle, and (b) the 
incorrect statement of profits in that long- 
term expenditure is not absorbed into 
operations as the services from such expen- 
diture is realised. 

The system is a relict of the mid-nine- 
teenth century, when certain companies, 
including railway companies incorporated 
by Act of Parliament, were required to 
keep their accounts by this method. 

Examples of statements more in accord 
with modern form are given in Appendix 
A, representing extracts from the pub- 
lished accounts of the Melbourne and 
Metropolitan Board of Works. Such state- 
ments are clearly more informative and 
more easily understood than the conven- 
tional form and the presentation of state- 
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ments in similar form would represent a 
further improvement in the account of 
Commonwealth and State railways. 

(b) Terminology : 

Reference has already been made to the 
absence of uniform terminology, and in 
particular to the application of the term 
‘‘reserve’’ to numerous items essentially 
different in nature and purpose. 

Many authorities have drawn attention 
to confusion caused through the loose use 


of this term. 
Perry Mason says: 
The word ‘‘reserve’’ is one of the most over- 
worked and misused terms in accounting and 
the most unfortunate use of all is as the title of 
an account which records nothing but the 
accumulated depreciation on an asset account.12 
0 ana anda sage Se : 
Rowland and Magee say 
There is a very distinct difference in accounting 
between a ‘‘provision’’ (or so-called ‘‘ reserve’’) 
regarded as a credit balance which has its 
countervailing debit in the profit and loss 
account and a true ‘‘reserve’’ which according 
to modern views on the subject is a credit 
balance which has been derived from a debit 
balance appearing in an appropriation account. 
That is to say, it is very important to distin- 
guish between a balance which must be ‘‘pro- 
vided’’ before profits can be accurately ascer- 
tained and one which may be ‘‘reserved’’ out 
of profits after they have been ascertained.13 
The terms ‘‘provision’’ and ‘‘reserve’ 
are used in these respective senses in the 
Cohen Committee report,!* while the recom- 
mendations of the Institute of Chartered 
Accountants in England and Wales and 
the Institute of Chartered Accountants in 
Australia are apparently intended to draw 
a similar distinction. 
Sanders, Hatfield and Moore distinguish 


? 


four different meanings of the term, 
namely : 

1. Valuation reserves — subtractions 
from asset amounts, e.g., depreciation 
reserve. 


expenses— more or less 
classed as current 


2. Accrued 
estimated—should be 
liabilities. 

3. Appropriations or 
surplus. 

4. A mixed character.— 

The typical case is the contingency reserve. To 

the extent that the contingency has happened 

there is either a reduction in the value of assets 

(as upon loss by fire, or decreased value of 

inventory), or the emergence of a liability (as 

upon the breach of a guarantee). The establish- 
ment of the reserve was akin to either (1) or 

(2) above. But if the contingency does not 


earmarkings of 


happen the reserve clearly represents surplus as 
in (3) above, and properly reverts to the sur- 
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plus account. Since the relative amounts of the 
three factors cannot be determined in advance, 
it is desirable to show contingency reserves as a 
separate category in the balance sheet inter- 
mediate between liability and surplus, indicating 
their nature as clearly as possible.15 
The accounts of the Melbourne and 
Metropolitan Board of Works (Appendix 
A) show a group of items under the head- 
ing ‘‘Specifie Reserves,’’ ‘‘intermediate 
between liabilities and surplus.’’ These 
appear to be akin to Sanders, Hatfield and 
Moore’s ‘‘reserves’’ of a mixed character. 
Items in the fourth category do not come 
within the definition of reserve recom- 
mended by the Institute of Chartered 
Accountants in England and Wales, which 
provides that: 
The term ‘‘reserve’’ should be used to denote 
amounts set aside out of profits and other sur- 
pluses which are not designed to meet any lia- 
bility, contingency, commitment .. . known to 
exist at the date of the balance sheet.16 
The short titles under which ‘‘reserves’’ 
appear in the balance sheets of the Austra- 
lian railways are in some instances ambig- 
uous, and, it is to be feared, used somewhat 
loosely. It would be necessary to have more 
precise information regarding some of these 
items before they could be classified with 
any degree of certainty, but on the infor- 
mation available a tentative grouping of 
the so-called ‘‘reserves’’ might be made as 
follows: 
1. Valuation Accounts 
Reserve for Depreciation. 
Reserve Accounts— 
Depreciation, Obsolescence 
Replacement. 
Munitions Annexe Depreciation. 
Bond Store Depreciation. 
These would be more appropriately des- 
eribed as ‘‘Provisions’’ and shown as 
deductions from asset accounts. 
Accrued Expenses 
Reserves for Inter-System Revenue 
Settlements. 
Reserve for Wages and Salary Com- 
mitments. 
Accrued Leave Reserve. 
These should be classed as ‘‘Current 
Liabilities.’’ 
Appropriations or Earmarkings of Sur- 
plus (True Reserves) 
Superannuation Equalisation. 
General Reserve — Refreshment 
Rooms. : 
National Debt Sinking Fund Reserve. 
Accident and Fire Insurance Reserve. 


and 
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Reserve Account—Motor Vehicle As- 
surance. 
4. Reserves of a Mixed Character 
Reserve Account—Railway Mainten- 
ance (War-time). 
Reserve for Deferred Maintenance. 

This leaves three ‘‘reserves’’ unclassified, 
namely those referred to as ‘‘ Railway 
Renewals and Replacements Reserve,’’ 
‘*Reserve for Replacement of Rolling 
Stock,’’ and ‘‘Reserve for Provision of 
Rolling Stock and Equipment.’’ If the 
titles applied to these ‘‘reserves’’ are truly 
descriptive they should be classified as true 
reserves, but if, as appears probable, they 
are set up as alternative to depreciation 
provisions they should be shown in the first 
group. 

Some sixteen years ago the Royal Mail 
case revealed the extent of possible abuses 
in the company form of organization result- 
ing from ambiguous financial statements. 
The obscurities were in no small measure 
due to the use of the term ‘‘reserve’’ in an 
ambiguous.manner. Its meaning was not 
only not clear to the court but was the 
subject of marked differences of opinion 
amongst expert accountants. Considerable 
advancement in clarity of expression has 
since been effected in company balance 
sheets by the more precise use of terms, 
but the balance sheets of our railways show 
that terms are still used in a way that 
would not only be ambiguous to members 
of Parliament but the subject of marked 
difference of opinion amongst accountants. 
(ec) Depreciation 

Previous reference has been made to the 
varying practices of treating depreciation. 
No discussion of railway accounting would 
be complete without a consideration of this 
important aspect. 

Littleton’* describes an early method of 
treating depreciation under which the 
depreciable property was regarded as if it 
were unsold merchandise, a valuation being 
made at the close of the accounting period 
and the difference written off as loss arising 
from use. Examples of this treatment are 
found as far back as 1588 and there is: 

little evidence of fresh ideas... until the 

middle of the nineteenth century. The appear- 
ance of steam railroads at that time directed 
attention as never before to fixed assets and 
their associated problems of maintenance, 
renewal and improvement.18 
Examples of this attention to the problem 
are not lacking. 










In 1841 the English Railway Magazine 
published an article’® stressing the neces- 
sity for carefully and periodically ascer- 
taining ‘‘the precise comparative degree of 
wear and tear’’ so that only bona fide net 
income would be apportioned to the share- 
holders. Apparently the practices of rail- 
way companies varied, for the same article 
mentions that the Liverpool and Man- 
chester Railway charged new engimes to 
current expenditure, the Grand Junction 
Railway adopted the annual valuation 
method, and the London and Birmingham 
established a replacement fund ‘‘by setting 
aside for repairs an annual percentage 
above the ordinary charges.’’ 

Other writers opposed the annual valu- 
ation of rolling stock or charging new stock 
to revenue, contending that repairs and 
renewals ensure that no deterioration 
occurs which is not made good. ‘‘ Nothing 
is lost; even old material is worked up into 
other equipment and never totally dis- 
appears from the road.’’*° Railway reports 
of this time make frequent reference to the 
problem and indicate understanding of the 
need for ensuring that net income is not 
overstated. The general approach to the 
problem, however, appears to have been 
influenced by the desire to provide for 
replacement of assets, rather than to make 

_a scientific calculation of expired cost. 

\Probably the underlying philosophy of the 
double account system, in which English 
railway companies were required to keep 
their accounts, was to some extent respon- 
sible for this outlook. 

A good deal of confused thinking exists 
in regard to depreciation and three view- 
points are noted, namely: 

1. The accrued renewals view which im- 
plies that the asset is slowly but surely 
being used up and that the necessity for 
renewing it will arise if the business is to 
continue. Depreciation is regarded as the 
provision to cover renewal of the asset 
when its effective life has expired, but, as 
Mason points out, ‘‘replacement of the 
asset is not essential to the existence of 
depreciation Whether the asset is 
replaced or not has nothing to do with the 
amount or treatment of its depreciation.’’! 

2. The delayed maintenance view which 

, regards depreciation as part of the cost of 

maintaining the asset. Parts of machines, 

locomotive structures or other assets are 
constantly wearing out or breaking and 
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being replaced, and in this way some assets 
may be kept in condition almost as good as 
new. Depreciation is regarded as a cost 
of a similar nature but the expenditure is 
delayed. 

3. The modern view is well expressed 
by Mason, who describes the amount of the 
investment in an asset with a terminable 
life as ‘‘a capitalisation of the value of the 
future services to be rendered by the 
asset,’ and depreciation as ‘‘the amortis- 
ation or expiration of the investment, as 
the services are realised.’’ All expenditure 
of a business is regarded as expenditure 
incurred with a view to earning revenue, 
and as the asset is used up the expenditure 
is set off against the revenue earned. Thus 
the distinction between fixed assets and 
other assets is purely one of time, fixed 
assets being used up more slowly than 
other assets. 

Mason speaks of physical and non-physi- 
cal causes of depreciation, the latter includ- 
ing ‘‘changed conditions of operations 
which make certain assets inadequate, as 
when a railroad has to lay a heavier rail 
or purchase more powerful locomotives to 
meet the requirements of increased traffic.’’ 

A method which has been extensively 
used by railway authorities is that known 
as the retirement method. No provision is 
made for depreciation, but as assets are 
retired their original cost is charged to 
expense. It is contended that assets are 
retired at a fairly steady rate each year, 
and thus this method ensures a fairly con- 
stant charge against each year’s operations. 
A somewhat similar method is the replace- 
ment method under which the original cost 
of the investment in railway property 
remains constant on the books and the 
expense of replacements is charged to 
operations. 

Gilman says: 

These methods are applicable to large organi- 

sations operating at a fairly steady rate. They 

are less suitable for the erratic type of busi- 
ness in which the management during a year 
of depression might find it expedient to post- 

pone making replacements, in which event a 

substantial distortion of profits might result.2? 

In America regulatory commissions, of 
which the Interstate Commerce Commission 
is an example, control the depreciation 
practices of public utilities. Such commis- 
sions are responsible for controlling the 
rates charged, as well as for valuing the 
assets of the utilities. Depreciation there- 
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fore receives consideration as a charge to 
operations and also as a factor in arriving 
at the ‘‘present’’ value of assets. The 
general principles of depreciation apply 
equally to public utilities regulated by com- 
missions as to unregulated businesses, but 
in the course of commission control and as 
a result of decisions by the court certain 
problems have been recognised as peculiar 
to publie utilities and much confusion and 
inconsistency have arisen. It is generally 
recognised that a public utility has both a 
right and a duty to provide for depreci- 
ation, but there are some exceptions to this, 
the most numerous being instances where 
the practice of charging operations with 
the cost of replacements is permitted. Such 
approval ‘‘is given hesitantly and often in 
connection with only a few types of 
assets.’’ It is often definitely opposed as 
an undesirable practice. 

The commissions and the courts have 
emphasised most frequently the financial 
aspects of depreciation—‘‘financing of re- 
placements,’’ ‘‘preservation of continuity 
of service and physical efficiency and the 
maintenance of capital investment’’—all 
based on the erroneous assumption that 
**necesary funds will be made available as 
a result of the depreciation entries.’’ 

The amounts required for replacements in any 

one period, however, would not often correspond 

with the amounts charged off for depreciation, 
for even in the case of railroads where the 
highest degree of uniformity in replacement 
might be expected to exist, there is a decided 
tendency to allow replacements to fluctuate with 
the prosperity of the company.23 
There appears to be no reason for believ- 
ing that different practices would apply in 
the case of Government-owned railways 
and that there would not be a tendency to 
allow replacements to fluctuate with the 
prosperity of the budget. 

Mason concludes his survey of depreci- 
ation principles applied by the commissions 
by saying: 

A public utility commission, then, will do well 

to consider depreciation as one of the costs of 

operation, which, by the very nature of the 

situation, it is bound to include among the 

items which the utility may attempt to cover in 

the rates charged for its product or services.24 
Some few years later we find this principle 
applied to American railroads by the Inter- 
state Commerce Commission. 

E. H. Bunnell, Vice-President of the 
Association of American Railroads,2> men- 
tions that prior to January, 1943, it was 
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not the practice of railroads to set up 
depreciation provisions for fixed property, 
retirement accounting being adopted as an 
alternative. As railways deal with a large 
number of units of property, the charges 
in any one year were not considered dis- 
proportionate. However, where retired 
units of fixed property were not replaced 
operating expenses did not reflect the loss 
and the retired unit remained in the-bal- 
ance sheet as an asset. 

Depreciation of equipment was man- 
datory and of fixed property optional. The 
1.C.C. instructions, effective January, 1941, 
prescribed the following assets as ‘*depreci- 
able accounts’’: 

Locomotives, 

Freight and passenger train cars, 

Floating equipment, 

Work equipment, and 

Miscellaneous equipment. 

In the revised instructions, effective Jan- 
uary, 1943, depreciation of road and equip- 
ment is mandatory, the instructions read- 
ing: 

There shall be charged monthly to operating 

expenses or other appropriate accounts and 

credited to account 776 ‘‘ Accrued Depreciation 

—Road and Equipment,’’ during the service life 

of depreciable road property, amounts which will 

approximate the loss in service value not 
restored by current repairs or covered by insur- 
ance.26 

The following ‘‘Road’’ accounts were 
‘classed as depreciable accounts’’: Tunnels 
and subways; Bridges, trestles and cul- 
verts; Elevated structures; Fences, snow- 
sheds and signs; Station and office build- 
ings; Roadway buildings, water stations; 
Fuel stations; Shops and enginehouses; 
Grain elevators; Storage warehouses; 
Wharves and docks; Coal and ore wharves; 
Telegraph and telephone lines; Signals and 
interlockers; Power plants; Power-trans- 
mission systems; Miscellaneous structures ; 
Roadway machines; Shop machinery; and 
Power plant machinery. 

Although the application of this prin- 
ciple is mandatory for United States rail- 
roads, companies operating both within and 
without the States have not accorded it 
universal application. 

Evidence of both depreciation and retire- 
ment accounting is found in the detailed 
schedules of operating expenses supporting 
the accounts of the Canadian National 
Railways, which contain entries for: 





18 The Australign Accountant 


‘‘Road Property — Depreciation — U.S. 
Lines.”’ 

‘‘Road Property—Retirements.”’ 

‘‘Machinery—Retirements.”’ 


‘‘Machinery — Depreciation — U.S. 
Lines.”’ 

‘‘TDismantling Retired Machinery.”’ 

‘‘Miscellaneous Equipment — Retire- 


ments.’’ 


‘‘Dismantling Retired Equipment.’’ 

‘* Equipment—Depreciation.’’ 

‘*Express Equipment—Depreciation.”’ 

Apparently the subsidiary companies in 
Canada adopt different treatment from 
those operating in U.S.A. 

English practice covered depreciation 
and retirement of assets by setting up 
Renewal Funds, maintenance being debited 
with the amounts credited to such accounts. 
The standard form of General Balance 
Sheet included renewal funds for way and 
works, rolling stock and other assets. 
Retired assets were written out of the books 
from these renewal fund accounts. 

In South Africa, where the accounts are 
presented in the double account form, 
depreciation is charged annually and 
credited to a General Renewals Fund from 
which capital assets are replaced. The rate 
of depreciation, which is clearly shown in 
the report of the Auditor-General, varies 
from 14% on concrete buildings to 10% 
on rail motor vehicles. 

The contention, so often advanced, that 
retirement accounting represents a satis- 
factory substitute for the annual depreci- 
ation provision*’ as the old property 
written off would not result in a dispro- 
portionate charge in any one year, might 
well be examined in the light of the experi- 
ences of Australian railways. 

In New South Wales the aggregate of 
retirements for the nine years ended 
30 June, 1946, was £2,553,347, representing 
a yearly average of £283,700. The annual 
charge under this heading varied between 
£520,479 in 1941-42 and £129,583 in 1944- 
45. 

In Western Australia no provision is 
made for depreciation but renewals and 
replacements are debited as working ex- 
penses. For the three years ended 30 June, 
1946, the amounts have been £14,960, 
£26,646 and £59,623. The report of the 
Commissioner for the year ended 30 June, 
1946, states that over £3,000,000 is to be 
expended during the next ten years in 
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replacing worn-out and obsolete rolling 
stock, equipment and machinery. This 
represents average annual expenditure of 
£300,000, which appears a disproportionate 
annual charge by comparison with the ex- 
penditure of the previous three years. 

In Victoria a special committee set up by 
the Premier in 1933 found that aecrued de- 
preciation on live assets unprovided for 
amounted to approximately £22,000,000. 
In addition, vanished assets, closed lines 
and surveys represented a _ further 
£3,600,000. Victorian Railways adopted 
the principle of making an annual pro- 
vision for repairs and replacements in 
1918. The fact that Victoria and two other 
States found it necessary*to reduce railway 
capital suggests that their depreciation 
treatment in the past has not been satis- 
factory. In Victoria this reduction 
amounted to £30,000,000, in Queensland 
£28,000,000, and in Tasmanian approxi- 
mately £4,000,000. 

(d) Relationship to Treasury Accounts 

The Royal Commission on the control, 
management, working and financial posi- 
tion of the Victorian railways in 1928 gave 
some consideration to the question of 
entirely separating the railways from the 
finances of the State ‘‘so that they may 
stand on their own footing as commercial 
concerns, retaining their income, and being 
made to earn sufficient net revenue, after 
providing for their working expenses, to 
meet full interest charges, instead of rely- 
ing on the State Treasury to provide the 
funds whenever they show a deficit in the 
year’s operations.’’ 

They pointed out that in ‘‘Switzerland, 
Italy, South Africa and New Zealand the 
railway finances are kept distinct from the 
State finances,’’ and that the same principle 
was introduced in India, after a committee 
appointed to enquire into the administra- 
tion and working of the railways had 
strongly recommended its adoption. The 
Railway Board on Indian Railways re- 
ported in 1924-25 that: 

The most notable event of the year was the 
acceptance by the legislature of the scheme for 
the separation of railway finance from the 
general finances of the country... The new 
procedure has already resulted in a definite 
improvement in the railway outlook.28 


Sir Basil Blackett, Finance Member of 
the Indian Government, intimated his 


agreement with the recommendation of the 
Indian Committee of Inquiry, and stated 
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he considered ‘‘it was one of the most im- 
portant recommendations made by that 
body for placing the railways of India on 
a sounder financial basis.’’** 

The Victorian Royal Commission con- 
cluded with a recommendation that the 
‘*finances of the Victorian railways should 
be separated from the General Budget of 
the State.’’ 

The same principle was applied to New 
South Wales railways in 1928, and has 
since operated with satisfactory results. 

The Railways Commissioner in South 
Australia considers it ‘‘of the greatest im- 
portance that the railways should be 
treated as far as practicable as a business 
enterprise. ’’*° 

While separation of the railways from 
the finances of the State might be con- 
sidered a question of policy rather than an 
accounting problem, variances in the prac- 
ti@s in different States involve variations 
in the presentation of accounting state- 
ments which render it difficult to make 
comparisons and often result in confusion 
in the public accounts 

From time to time comparisons are 
drawn between operating results disclosed 
by State railway accounts and the financial 
results of the State as shown in the 
Treasury accounts. For example, in the 
report of the Western Australian Commis- 
sioner of Railways for the year ended 
30 June, 1946, reference is made to an 
approximation between the railway deficit 
of £959,804 and the State deficit of 
£912,559. 

Earlier in this paper attention was 
drawn to the difference between results as 
shown in the railway accounts and railway 
figures included in the Treasury accounts. 
In the case of Western Australia this 
difference for the year 1945-46 was 
£209,964. That is, in the State deficit of 
£912,559, the surplus of railway receipts 
over railway cash payments is £289,976, 
but the railway deficit of £959,804 ineludes 
a surplus of revenue earned over expendi- 
ture,incurred amounting to only £80,012. 

This comparison between railway oper- 
ating results and the financial results of 
the State is unreal, because the figures are 
not prepared on any comparable basis. One 
set of accounts is presented on an income 
and expenditure basis and the other on a 
cash basis. 
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Further, the financial statements of the 
Treasury serve a different purpose from 
that attained by railway operating state- 
ments. Treasury statements present facts, 
showing what funds have been received 
and how they have been expended. Rail- 
way operating statements, on the other 
hand, represent a combination of fact and 
estimate. The cash system is generally 
recognized as the most suitable for Treas- 
ury accounting, but most unsuitable for 
business undertakings. 

There is ample precedent for adoption of 
the principle of separation of railway 
finances from those of the State. Apart 
from the fact that it has been adopted in 
many countries, and two of the Australian 
States, the principle has been applied in 
every State to some undertaking. For 
example, in Victoria the Melbourne and 
Metropolitan Tramways Board, the State 
Electricity Commission and other bodies 
control their own finances. 

If such an arrangement were adopted it 
would be necessary to determine some 
important principles, relating to: 

(a) The treatment of railway deficits or 
surpluses. Should any surpluses be re- 
tained by the railway or absorbed into con- 
solidated revenue? If the latter, should 
they be brought into the year in which 
they are earned or the subsequent year? 
Should any arrangement be made for the 
Treasury to reimburse railway deficits? 
If so, when? 

(b) The responsibility for payment of 
interest on public debt invested in the rail- 
ways and th® sinking fund thereon. Should 
this be accepted by the railway, or should 
any part of it be borne by the Treasury? 


7. CONCLUSION. 


This examination of railway accounting 
was not attempted with the object of find- 
ing a solution for all the problems associ- 
ated therewith, but with the intention of 
investigating some opportunities for im- 
proving the accounting methods of public 
businesses of which the railways are a 
typical example. With a full realization 
that I have not solved the problems, I 
should like to summarize the suggestions 
put forward. 

1. Complete uniformity. in accounting 
practices of Governmént railways through- 
out Australia is desirable. This should go 
beyond a uniform classification of capital 
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sheet and operating statements, termin- 
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ology, treatment of depreciation, interest, 
sinking fund contributions, and all other 
features of the accounts. 

2. For the information of members of 
parliament and the general public the 
annual financial statements should be pre- 
sented in a more readable form. 

The annual accounts presented by many 
progressive public companies conform to 
this requirement and might well be ac- 
cepted as examples of good practice. 

3. The treatment of depreciation should 
be brought into line with modern views, 
and regarded as necessary amortisation of 
long-term expenditure rather than a volun- 
tary provision dependent upon the state of 
the budget. 

4. The necessity to provide for depreci- 
ation should not be confused with financial 
policy relating to replacement of assets or 
debt repayment. 

5. Ambiguous terminology should be 
avoided. Meanings at variance with those 
generally accepted in the commercial world 
are undesirable, confusing and misleading. 

6. Investigation should be made as to 
the desirability of treating all Government 
railways as separate business enterprises 
with finances separated from the Treasury. 

APPENDIX A. 
MELBOURNE AND METROPOLITAN BOARD 
OF WORKS. 
REVENUE ACCOUNT 
For the Year ended 30 June, 1946 
(Adjusted to nearest €) 


£ £ 
Gross Surplus from— 
Water Supply Operating Ac- 
eount in a ae el 
Sewerage Operating Account 227,733 
Metropolitan Drainage and 
Rivers Operating Account 19,216 
375,091 
Less Statutory Expenditure— 
Contributions to Municipalities 3,850 
Contribution to Sinking Fund 64,928 
Contribution to Renewals 
Fund . . 190,834 
———_ 259,612 


115,479 
Less General Expenditure— 


Loan Flotation Expenses 436 
Gratuities 13,982 
Exchange 46,796 
War Expenses 14,803 
Depreciation a ee 2,591 
Contributions to Superannu- 


ation Account .. 


15,130 


Net Deficit for year .. 


Surplus at 1 July, 1945 .. 34,605 


Net Accumulated Surplus at 30 June, 





1946 (carried forward to 1946-47) . £5,346 
OPERATING ACCOUNTS _ 
For the Year ended 30 June, 1946 
(Adjusted to nearest £) 
WATER SUPPLY 
Revenue— £ 
Water Rates and Charges 
(ineluding Revenue from 
Water supplied by Jt 
Measure ) cae es 1,033,524 P 
1,033,524 
Less Expenditure— i 
Management 107 792 
Maintenance .. .. .-- 170,773 
Maintenance Water Ser- 7 
vices i e tedl a 81,365 
Interest 545,452 


9053382 


Gross Surplus transferred to Revenue 





Account £128,142 
————— 
METROPOLITAN FARM 
Revenue— £ a £ 
Grazing Fees 765 
ME as: =m #6 3,459 
Profit on Sheep 2,419 
Profit on Cattle 40,093 
46,736 
Expenditure— 
Management ~ 3,239 
Sewage Distribution 69,618 
Sundry Trading Expenses 31,962 
Interest se acl ae aie 56,571 
Loss on Sundry Trading 
Operations ae 2,263 


163,653 


Deficiency, being net cost of 
Sewage Purification, trans- 
ferred to Sewerage Oper- 
ating Account i £116,917 

SEWERAGE 

£ £ 

1,101,311 

26,643 


Revenue— 
Metropolitan General Rate 
Sanitary Service Charges 
1,127,954 
Less Expenditure— 
Management 
Maintenance 
Interest Si eat 8 tay 
Net Cost of Sewage Puri- 
fication transferred 
from Metropolitan Farm 
Operating Account 


109,094 
118,032 
556,178 


116,917 
900,221 


Gross Surplus transferred to 
Revenue Account £227,733 


—_——— - 
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METROPOLITAN DRAINAGE AND RIVERS 


Revenue— £ £ 
Metropolitan Drainage and 
River Improvement Rate 95,684 
River Water Charges .. 7,032 
— 102,716 
Less Expenditure— 
Management .. .. .. 5,984 
Maintenance .. .. .. 19,390 
Dn <a #0 we «o 58,126 
___— 83,500 
Gross Surplus transferred 
to Revenue Account 


£19,216 





say ye ENT OF ASSETS 
As at 30 June, 1946 
(Ac iets »d to nearest £) 
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State Savings Bank Stock 169,230 


2,632,727 


.£35,014,519 
; ecadaal 
STATEMENT OF LIABILITIES AND FUNDS 
As at 30 June, 1946 
(Adjusted to the nearest £) 


Total Assets 


Current Liabilities— £ £ 
Sundry Creditors .. .. 23,545 
Contractors’ and Other 

Deposits ‘ 27,539 
Debentures U nredeemed. 7’100 
Loan Interest .. .. .. 187,106 
Chargeable ~ Works—Si 

pense Account She oad 27 


——— 
Deferred Liabilities 











Current Assets— £ £ Superannuation Account 445,136 
Cash in Banks, ete. ; 333,868 —_—_—— 445,136 
Arrears of Rates and Loans— 
Charges . :. 80,816 Melbourne Loans .. .. 22,247,165 
Sundry De btors peas eee 69,282 London Loans... .. .. 3,724,000 
Stock on Hand es 191,983 ——— 25,971,165 
Live Stock and Farm Pro- Specific Reserves— 
duce on Hand ore 66,501 Renewals Fund oe ee) «6 RD EES 
War Savings Certificates Insurance Accotint is 201,596 
and War Bonds (Staff Exchange Reserve (Lon 
Group Scheme) .. .. 4,199 don Loan, 1948) .. .. 53,000 
Suspense Accounts .. .. 19,839 3,937,818 
——— 766,488 
Fired Assets— Total Liabilities and 
Water Supply Construction 13,347,341 Specific Reserves ae 30,599,436 
Sewerage Construction .. 13,871,308 Excess of Assets over Liabilities 
Block Survey oe o* o* 492,124 represented by— 
House Connections .. 670,569 General Reserve “a 387,903 
River Improvements 463,249 Sinking Fund : 3,435,615 
Main Drains .. .. .. 1,374,598 Rates Equalization Re serve 175,000 
Plant and Tools . 235,633 Drainage and Rivers Con- 
Water Meters’... .. .. 744,859 struction Works Reserve 236,219 
Motor Vehicles ae 18,421 Deferred Maintenance Re 
Office Buildings, Furni- serve a eis 75,000 
ture, and Fittings .. 177,558 Maintenance, Renewal and 
Storeyards, Buildings, and Provision of Water Ser 
Depots i ee dae 219,644 vice Reserve .. : 100,000 
—— 31,615,304 Net Accumulated Surplus 5,346 
nvestments— i O20 00m 
Aust. Consolidated In- enamel 
scribed Stock 634,100 Total Liabilities and Funds .. .. ..£35,014,519 
M.M.B.W. Stock 1,829,397 A Asie 
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Several questions arising out of the series 
of articles on ‘‘The Teaching of Account- 
ancy’’ which appeared in earlier issues of 
this journal have been submitted to me for 
comment. 

The first matter relates to the treatment 
of discount allowed on receipt of a cheque 


July 31 By Jones, C. (Cheque R/D) . 


Several points arise from this question. 

In the first place, the question includes 
the term ‘‘Cash Book’’; I shall, however, 
assume the use of distinct books of origin- 
ating entry, namely, Cash Receipts Journal 
and Cash Payments Journal. Before con- 
sidering the question of discount itself, it 
may be remarked that objection is some- 
times made to the recording of a dishon- 
oured cheque in the Cash Payments Jour- 
nal, since its effect is to inflate the amount 
of disbursements for a given period. If the 
total of this record is in fact used to indi- 
eate the cash outlay for each period this 
objection has substance and entries for dis- 
honoured cheques and kindred transactions 
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South Wales, for example, the annual charge 
under this heading amounts to about 
£1,300,000, and this, if regularly maintained, 
would take the place of an annual provision 
for depreciation.’’—A. Barton, ‘‘ Public 
Finance, and the Form of Presentation of 
Public Accounts,’’ Proceedings of the Austra- 
lasian Congress in Accountancy, 1936. 
Referred to in the Report of the Royal Com- 
mission on Victorian Railways, 1928. 

Report of the South Australian Railways Com- 
mission, 1945-46. 

On a careful examination of railway and 
Treasury accounts a closer approximation 
could be obtained, for the Treasury accounts 
include some payments made in relation to 
railway operations which are not shown under 
the heading of railways expenditure. 


29. 
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when, subsequently, the cheque is dishon- 
oured. The question asked is: 

As the cheque (R/D) is sufficient autho- 
rity for credit entry in Cash Book, would 
it be correct to make entry relating to 








‘‘Discount disallowed’’ with the bank 
entry, thus ?— 
Discount Details Bank 
210 - 





9710 - 





should be made as deductions from cash 
receipts. If, however, the total figure in 
the Cash Payments Journal is used only 
for posting purposes (that is, to the Cash 
at Bank Account), the dishonoured cheque 
may well be recorded there. It is in such 
a case that the question submitted specifi 
cally arises. If the discount is recorded i 
the discount column of the Cash Payments 
Journal there is a danger that it may be 
included in the amount posted to Discount 
Received Account, whereas it is in fact 
reversal of discount previously allowed and 
should therefore find its way to the cred 
side of Discount Allowed Account. Heneg 
unless provision is made for an appropriat 
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dissection of the discount column of the 
Cash Payments Journal to ensure correct 
ee 
July 31 C. Jones 
To Discount Allowed 
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posting, it would appear a safer procedure 
to journalise the discount disallowed thus: 


Dr. 210 - 
210 - 


Writing back, on dishonour of cheque, 
of discount previously allowed. 


The next matter concerns the form to be 
used for the Trading Account. The enquiry 
is worded as follows: 

The syllabus for Intermediate Certificate re- 
quires Elementary Book-keeping to include Trad- 
ing Account and necessary ‘‘closing’’ or ‘‘trans- 
fer’’ journal entries and does not require 


‘* Accounting Reports.’’ 
Separate accounts are to be kept for Sales, 
Returns Inward, Purchases and Returns Outward. 
I suggest the correct method would be to make 
the necessary journal entries and post them 
according to rules of bookkeeping, and that the 
Trading Account should be: 


Trading Account 


1947 
June 30. £1,000 


2,500 


To Stock A/e. 
» Purchases A/c. 
» Returns Inward 
A/e. 80 
» Profit and Loss 
A/e. 1,020 
£4,600 
os 
and that (a) it should not be necessary to head 
Trading Account ‘‘For Year Ending 30 June, 
1947’’; 


1947 


June 30. By Sales A/c. J12 £3,600 
Returns Outward 
A/e. 


Stock A/e. 


J12 50 
J12 950 


£4,600 
(b) it would be confusing to young students 
to show Trading Account as under (and in addi- 
tion would be contrary to rules of posting): 


Trading Account 


To Stock A/e. oe 
Purchases ae £2,500 
Less Ret. Out. .. .. 50 


£1,000 


2,450 

This appears to be more in the nature of an 
accounting report than a ledger account. 

The syllabus referred to is that operating 
in New South Wales. If accounting reports 
are specifically excluded from this syllabus, 
then I agree with the suggestion put for- 


os oe .. £3,600 
In. oP ae 80 


> 


By Sales A/c. 
Less Ret. 
3,520 


« eB ac we & 950 


ward. The Trading Account suggested is 
substantially correct where a Cost of Goods 
Sold Account is not used. Personally, how- 
ever, I prefer the use of the latter, in which 
ease the following would appear in the 
ledger : 


Cost of Goods Sold 


1946 
July 1. 
1947 
June 30. ~ 


To Stock £1,000 


Purchases 2,500 


£3,500 


1947 
June 30. , Returns Out. 
Stock 


Trading A/c. 


£3,500 


Trading Account 


To Cost of 
Goods Sold £2,500 

» Returns In. 80 

» Profit and 
Loss A/e. 


> 30. 


1,020 


£3,600 


On the other hand, if the syllabus is 
merely silent upon the matter of account- 
mg reports, it may mean that the Trading 
“sAccount referred to therein is intended to 


1947 


June 30. By £3,600 


£3,600 


Se 


of that name. Tf so, then the words indi- 
eating the period covered, e.g., ‘‘For Year 
Ended 30 June, 1947,’’ are, in my opinion, 
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a necessary part of the title of the report 
in order to make evident to the reader the 
period to which the items in the statement 
refer. The example given under (b) in 
the extract quoted above is not satisfactory 
either as a ledger account or as an account- 
ing report. If intended as a ledger account, 
it should not include items set off against 
each other, and from this point of view the 
earlier alternative presented is preferable; 
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if an accounting report, stock should not 
appear on the credit side (that is, as in- 
come) but as a deduction from the charges 
shown on the debit side (that is, as a set-off 
against costs to show the cost of goods 
sold), while the title, as already mentioned, 
would be considered deficient. The report, 
using the ‘‘account’’ form (which is an 
alternative to the ‘‘narrative’’ or ‘‘ver- 
tical’’ form) would appear as follows: 


Trading Account for Year Ended 30 June, 1947 


To Cost of Goods Sold: 
Stock at 1/7/46 
Purchases eo 
Less Returns Outward 


- £1,000 
£2,500 

50 
2,450 


3,450 
950 


Cost of Goods Available for Sale 
Less Stock at 30/6/47 


2,500 


Cost of Goods Sold 
; 1,020 


Gross Profit 
£3,520 


The next question also raises the distine- 
tion between accounting reports and the 
corresponding ledger accounts; it also in- 
volves consideration of the trial balance. 

Many examination questions in Intermediate 
Certificate are based on a Trial Balance, followed 
by notes relating to adjustments, from which 
Trading and Profit and Loss Accounts are to be 
prepared. 

Is this normal business procedure or are adjust- 
ments made prior to preparation of Trial Balance? 
Actually, I can’t see how an entry can be trans- 
ferred to a Profit and Loss Account until it has 
been first entered and posted to some other ledger 
account. 

A trial balance can be extracted from 
the ledger accounts at any time; it is 
merely a test of the arithmetical accuracy 
of the recording process. In practice, this 
test is often made when the books of origin- 
ating entry have been posted up to the end 
of a posting period; it is always made at 
the end of an accounting period. An 
accounting period is one in respect of 
which full accounting reports are prepared. 
It may include several posting periods for 
which interim and in some respects incom- 
plete accounting reports may be prepared. 
Accounting reports can be, and often are, 
prepared after taking out a trial balance 
by summarizing the required adjustments 
on a working sheet (six, eight or ten- 
column trial balance), but the adjusting 
entries must be made in the books of 
account before posting to the relevant 


£3,600 
80 


By Sales a a 
Less Returns Inward .. 


Net Sales 


£2,520 


accounts in the ledger and before the 
closing entries are made. No difficulty 
arises if the distinction between the ledger 
accounts and the accounting reports, even 
if they bear the same name (e.g., Profit and 
Loss Account), is borne in mind. 

The next point raised concerns the re- 


cording of depreciation. 

The syllabus of study for Intermediate Certifi- 
cate provides that depreciation items be posted 
direct to Profit and Loss Account, rather than to 
a separate depreciation account. This seems con- 
trary to bookkeeping principles, e.g., ‘‘ Allow de- 
preciation on machinery for 12 months at 20% 
p-a.—£200.’’ It seems to me this should involve 
a journal entry, viz.: 

Depreciation Account 

To Machinery Account £200 

Being 12 months’ depreciation at 20% p.a. 

This would be followed by the necessary entry 
to transfer depreciation to Profit and Loss 
Account. 

If the short cut is taken, the only possible entry 
to authorise posting to the Profit and Loss 
Account would be: 

Profit and Loss Aecount 

To Machinery Account 

Being depreciation written off and 

transferred to Profit and Loss 
Account. 

To follow rules of posting, this entry would be 
posted to Profit and Loss Account—To Machinery 
Account £200—i.e., an account representing at 
asset would appear among losses and expenses. 

This also refers to the New South Wales 
syllabus. Although I do not agree with th 
crediting of the depreciation charge to a 
asset account, I am of the opinion that 


Dr. £200 


Dr. £200 


£200 
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depreciation account should be raised and 
closed off (as part of the regular closing 
procedure) to the appropriate revenue 
account. The entries involved are: 
Depreciation of Machinery Dr. £200 
To Provision for Depreci- 
ation of Machinery 
Being depreciation at 20% p.a. on 
machinery costing £1,000. 
Cost of Goods Sold Dr. 


£200 


E ntry closing expense accounts to 
Cost of Goods Sold Account. 


In the accounting reports the depreci- 


COMMONW 


COMMONWEALTH INSTITUTE OF 


Mope, ANSWERS—OCcTOBER, 1947, 
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QuEsTION 1: During the year ended 
30 June, 1946, the assessable income of a 
taxpayer from a business conducted by him 
was £100, although he had also received 
£200 in wages during that period. His 
assessable income fdr the seven months to 
31 January, 1947, was £200. 

As his taxation adviser, inform him what 
action he should take and what will be its 
effect. 

ANSWER 1: Sub-sections (4) and (5) of 
221YC of the Act apply. The question 
states that the taxpayer’s assessable income 
for the seven months to 31 January, 1947, 
was £200. It is assumed that the taxpayer 
has ceased to derive income from salary or 
wages, or alternatively, that the assessable 
income derived from his business for the 
nine months ended 31 March, 1947, will 
have exceeded £104. Therefore, if the £200 
assessable income mentioned in the question 
includes assessable income (other than 
salary or wages) which will not be less than 
£104 for the nine months ended 31 March, 
1947, the taxpayer must, unless an exten- 


tALTH INCOME TAX LAW 
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ation charge would appear as a distinct 
item contributing to the cost of goods sold ; 
in the balance sheet the asset would appear 
thus: 
Machinery (at cost) 
Less Provision for Depreci- 
ation 


£1,000 
200 
£800 
The provision account records cumula- 
tively the charges for depreciation; at the 
end of the next year the same entries would 
be raised, the balance sheet position being: 
Machinery (at cost) £1,000 
Less Provision for Depreci- 
ation 


400 
£600 


AND PRACTICE 
ACCOUNTANTS 


EXAMINATIONS 


by 
BERGER, F.I.C.A. 


Commis- 


sion of time is granted by the 
1947, 


sioner, lodge a return by 15 April, 
showing— 

(a) the amount of 
derived for the 
months ended 31 March, 1947, and 

(b) the amount of assessable income 
estimated to be derived for the bal- 
ance of the year of income, namely, 
three months ended 30 June, 1947. 

A special form is provided for these interim 
returns. 

From this interim return or any other 
information in his possession, the Commis- 
sioner will estimate the amount of pro- 
visional tax and provisional social services 
contribution payable in respect of the in- 
come (other than salary or wages) of the 
year of income ended 30 June, 1947. This 
procedure has the effect of bringing the 
taxpayer again into line with the principle 
of ‘‘pay-as-you-earn’’ taxation. 

QuEsTION 2: A taxpayer has created two 
trusts :— 

(a) In one is included a condition that 

enables him to acquire a beneficial 


assessable income 


period of nine 
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interest in one half-share of the in- 
come during the year of income. 

(b) The other provides for the income 

being accumulated for the benefit of 
a minor unmarried child. 

How may the income of these two trusts 
be treated by the Commissioner? 
ANSWER 2: (a) The settlor has created a 
trust in respect of income or income pro- 
ducing assets and one of the conditions of 
the trust is that he has’ power to acquire a 
beneficial interest in one-half share of the 
income derived by the trust during the 
year of income. In these circumstances, 
the Commissioner may assess the trustee to 
pay income tax, as explained below, and 
the trustee is liable to pay the tax so 
assessed (s. 102 (1) (a)). 

The amount of such tax is the amount by 
which the tax actually payable by the 
settlor on his own taxable income is less 
than the tax which would have been pay- 
able by the settlor if he had received the 
net income of the trust estate, or so much 
thereof as is attributable to the beneficial 
interest, as the case may be, in addition to 
any other income derived by him (s. 102 
(2)). 

(b) The settlor has created a trust in 
respect of income or income producing 
assets and, under the trust, the income is 
accumulated for the benefit of a minor un- 
married child. It is assumed that the child 
is a child of the settlor. In this case, the 
same provisions as regards assessment and 
payment of tax apply as explained in (a) 
above (s. 102 (1)(b)). 

QUESTION 3: (1) Describe what is meant 
by a living-away-from-home allowance. 

(2) To what extent is such allowance 
deductible for income tax purposes? 
Answer 3: ‘‘Living - away - from - home 
allowance’’ means so much of any allow- 
ance or benefit paid or granted in money 
or otherwise as the Commissioner is satis- 
fied is in the nature of compensation paid 
to a taxpayer who is an employee for the 
additional expenses (not being expenses 
which are allowable as a G&eduction under 
s. 51, for example, travelling expenses) in- 
eurred by him, or which would be incurred 
by him if the allowance or benefit were not 
received, through having to live away from 
his usual place of abode in order to per- 
form his duties as an employee. ‘‘Em- 


ployee’’ means any person in receipt of 
salary or wages and includes Members of 
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Parliament, Government employees, mem- 
bers of the Defence Force, company direc- 
tors, pensioners, insurance canvassers and 
certain small contractors (s. 51A (3)). 
Section 51A (2)(a) provides that where 
the allowance is paid or granted under the 
terms of any law or any award, order or 
determination of an industrial tribunal, or 
an industrial agreement, and the rate or 
value of the allowance does not exceed 
£2/10/- per week—the amount of the de- 
duction is an amount calculated by multi- 
plying the amount by which the weekly 
rate or value of the allowance exceeds 15s. 
per week by the number of weeks in respect 
of which the allowance is paid or granted. 
ExaAmpPLe: Under the terms of an award, 
an employee receives during a year of 
income a living-away-from-home allowance 
of £2 per week for 40 weeks. 








40 x £2 pea Fa £80 
Deduct 40 x 15s. .. 30 
Allowance under s. 51A .. £50 


Where, however, the amount of the allow- 
ance exceeds £2/10/- per week, or where it 
is not fixed by law or an industrial tri- 
bunal, e.g. where it is fixed by agreement 
between employer and employee, s. 51A (2) 
(b) provides that the amount of the dedue- 
tion is such sum as the Commissioner con- 
siders reasonable. Moreover, it is provided 
that such deduction shall not exceed the 
difference between the amount of the allow. 
ance and 15s. per week. 


EXAMPLE: 
Allowance £4 per week for 
52 weeks .. : .. 2 
Deduct 52 x 15s. .. 39 
Mazimum allowance under 
s. 51A £169 
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QuEsTION 4: (1) A taxpayer informs yot 
that various repairs have been made to pro 
perties’ owned by him during the year 4 
income as follows :— 

(a) To his residence. 

(b) To a property let to a _ tenani 
Whilst the repairs have been full 
completed, the taxpayer (owner 
still owes a balance of £100 on th 
contract. 

To a property which is occupie 
rent free by his mother. 


(ec) 


(ce) 


(d) 


(2) 
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(d) To a shop in which he carries on his 

business. 

Advise him on the subject of repairs 
generally and also whether these are de- 
ductible in his income tax return. 

(2) Define ‘‘Resident of Australia.’’ 
ANSWER 4: (1) Expenditure incurred by 
the taxpayer in the year of income for 
repairs, not being expenditure of a capital 
nature, to any premises, or part of 
premises, plant, machinery, implements, 
utensils, rolling stock, or articles held, 
occupied or used by him for the purpose of 
producing assessable income, or in carrying 
on a business for that purpose, are an 
allowable deduction (s. 53 (1)). 

Expenditure incurred upon repairs to 
any premises or part of premises not so 
held, oceupied or used are not an allowable 
deduction (s. 53 (2)). It will be observed 
that a deduction is prohibited of expendi- 
ture for repairs of a capital nature. 

(a) Not deductible—the repairs to the 
taxpayer’s residence represent ex- 
penditure to premises not occupied 
or used by him for the purpose of 
producing assessable income; they 
represent private expenditure; 
Deductible—provided that no part 
of the repairs effected to the rent- 
producing property represents ex- 
penditure of a capital nature, the 
full amount of the cost of such 
repairs is an allowable deduction for 
the year in which the expenditure 
was incurred. As the repairs have 
been fully completed during the 
year of income, the taxpayer has 
incurred the expenditure during 
that year and the full cost thereof 
is an allowable deduction for that 
year. The fact that the taxpayer 
still owes £100 on the contract does 
not affect the claim for a deduction 
for the year in which the expendi- 
ture was actually incurred. 

Not deductible—the repairs are in 
respect of non-income producing 
property. 

Deductible—the repairs to his shop 
are in respect of premises used by 
him in carrying on a business for 
the purpose of producing assessable 
income. 

(2) ‘‘Resident’’ or ‘‘resident of Austra- 
lia’’ means (s. 6)— 





(e) 


(d) 
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(a) a person, other than a company, who 
resides in Australia and includes a 
person— 

(i) whose domicile is in Australia, 
unless the Commissioner is sat- 
isfied that his permanent place 
of abode is outside Australia; 
who has actually been in Aus- 
tralia, continuously or intermit- 
tently, during more than one- 
half of the year of income, un- 
less the Commissioner is satis- 
fied that his usual place of 
abode is outside Australia and 
that he does not intend to take 
up residence in Australia; or 
who is a contributor to the 
Superannuation Fund _estab- 
lished under the Superannu- 
ation Act 1922-1937 or who is 
the spouse or a child ‘under 
sixteen years of age of such a 
contributor ; and 
a company which is incorporated in 
Australia, or which, not being incor- 
porated in Australia, carries on busi- 
ness in Australia and has either its 
central management and control in 
Australia, or its voting power con- 
trolled by shareholders who are resi- 
dents of Australia. 

Question 5: (1) Define distributable in- 

come as applied to private companies. 

(2) When is a private company deemed 
to have made a sufficient distribution of 
its income? 

Answer 5: (1) ‘‘Distributable income’’, 

as applied to private companies, is defined 

by s. 103 (1) of the Act as meaning the 

amount obtained by deducting from the 
taxable income of a company— 

(a) all taxes which are paid in the year 

of income 

(i) under the previous or the pres- 

ent Commonwealth Income Tax 

Assessment Act; 

under any State Income Tax 

Act, if the taxes have not been 

allowed or are not allowable as 

deductions under s. 72 of the 

Act; or 

in any country out of Australia 

in respect of income of the com- 

pany which is subject to Com- 
monwealth income tax, 

less any refund received in the year 


(ii) 


(ili 


(b 


— 





(ii) 


(iii) 
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of income of any taxes referred to 
above ; 

any social services contribution paid. 
in the year of income, less any 
refund received in the year of in- 
come, of social services contribution ; 
and 

the net loss, except to the extent to 
which it is a loss of a capital nature, 
incurred by the company in the year 
of income in carrying on its business 
out of Australia. 

However, s. 103 (3) of the Act provides 
that a private company may elect that, in 
lieu of deducting from its taxable income 
Commonwealth ordinary income tax paid 
in the year of income, there shall be 
deducted, in ascertaining its distributable 
income, any Commonwealth ordinary in- 
come tax payable in respect of the income 
of that year of income. 

(2) A private company (as defined) is 
deemed to have made a sufficient distri- 
bution of its income of the year of income 
if, before the expiration of six months after 
the close of that year, or where the com- 
pany is a non-resident of Australia, before 
the expiration of nine months after the 
close of that year, it has paid in dividends, 
out of the taxable income of that year, the 
whole of its distributable income as ex- 
plained in paragraph (1) above (s. 103 (2) 
(e)). 

QvuEsSTION 6: A client informs you that he 
shortly intends leaving Australia for a visit 
abroad. 

What are the necessary pre-requisites 

regarding a clearance certificate and also 
what obligations attach to the shipping 
company operating the vessel upon which 
he intends travelling? 
ANSWER 6: Upon the application of any 
person about to leave Australia, the Com- 
missioner, Second Commissioner or a 
Deputy Commissioner may, if he is satis- 
fied— 

(a) that that person is not liable to pay 

income tax; 

(b) that arrangements have been made 
to the satisfaction of the Commis- 
sioner for the payment of all income 
tax that is or may become payable 
by that person; or 

(c) that the income tax payable by that 
person is irrecoverable, 

issue a certificate that, for the purposes of 
the Act, there is no objection to the depar- 
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ture of that person from Australia. With 
regard to (b), unless payment is made, the 
the Department requires a suitable guaran- 
tee. 

Unless and until the taxation clearance 
certificate is presented to the office of the 
owner or charterer (or his representative ) 
of the ship or aircraft by which the over- 
seas traveller intends to leave Australia, 
the owner, etc., is prohibited, under pen- 
alty, from issuing to him or her an 
authority to travel by that ship or aircraft 
(s. 211). 

The owner or charterer of a ship or air- 
craft, or his representative, is required, 
under penalty, to furnish to the Deputy 
Commissioner, on the first working day 
after its departure from each port, a list 
showing the name and last-known address 
in Australia of every person (other than 
members of the crew and staff of the ship 
or aircraft) who travelled thereon, together 
with all taxation clearance certificates pre- 
sented by those passengers (s. 212). 
QuEsTION 7: Upon what basis may a tax- 
payer value natural increase in his live 
stock ? 

ANSWER 7: A taxpayer has the option to 
value his live stock on hand at the end of 
the first year of income at either cost price 
or market selling value. Where he does 
not exercise his option within the time and 
the manner prescribed, he is deemed to 
have selected cost price (s. 32). If he has 
elected to value his live stock at market 
selling value, natural increase on hand 
must be valued at their market selling 
value on the last day of the year of income. 

If the taxpayer has elected cost price 
as the basis of valuation, he must select a 
value for natural increase on hand at the 
end of the first year of income within the 
limits prescribed in respect of live stock of 
that class (s. 34 (1) (b)). 

The range of values prescribed by reg. 
5 (3) is: 

Maximum 
value 
£ “a 2. £s. d. 

4 0 10 0 
Cattle 10 0 10 0 O 
Horses 1 0 0 10 0 0 
Pigs va 5 0 10 0 

The above selection may be notified on 
the first return of the taxpayer, or by a 
separate notification in writing signed by 
him. 


Minimum 
value 


Sheep 
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Where a taxpayer does not make his 
selection within the time and in the manner 
prescribed, he shall be deemed to have 
selected, as the cost price of natural in- 
crease, the lower of the prescribed limits, 
namely, sheep 4s., cattle £1, horses £1, 
pigs 5s. 

The values initially selected, or deemed 
to be selected, for natural increase must 
continue to be used in subsequent income 
years unless, with the leave of the Com- 
missioner, the taxpayer selects another cost 
price (s. 34 (1) (a)). 

QuESTION 8: (1) Define ‘‘net income 
relation to a partnership. 

(2) How would a gift of £1,000 to a 
public hospital made by a. partnership be 
treated for income tax purposes? 


ANSWER 8: (1) ‘‘Net income”’ in relation 


>? 


in 
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to a partnership, means the assessable in- 
come of the partnership, calculated as if 
the partnership were a taxpayer, less all 
allowable deductions except the losses of 
previous years (s. 90). 

(2) A gift of £1,000 to a public hospital 
made by a partnership is a rebateable gift 
as specified in s. 160 (2) (g) (i) of the Act. 
In the case of rebateable gifts made by a 
partnership, each partner is deemed to have 
paid such portion of such gifts as is pro- 
portionate to his individual interest in the 
net income of the partnership (s. 93A). 
Thus, if the gift of £1,000 to the public 
hospital were made by a partnership in 
which the partners, A and B, shared profits 
equally, each partner would be entitled to 
the concessional rebate in respect of £500, 
subject to the limit provided by s. 160 (2) 
(g). 


LEGAL SECTION 


Edited by R. E. 


O’NEILL, A.I.C.A. 


COVENANT IN RESTRAINT OF TRADE. 


The decision of Evershed, J. in Routh v. 
Jones, [1947] 1 All E.R. 179, noted at 
p. 326 of the August issue of the Journal, 
has been affirmed by the Court of Appeal 
({1947] 1 All E.R. 758). The plaintiffs, 
general medical practitioners, sought to 
restrain a person formerly employed by 
them as.medical assistant’ from setting up 
in practice in contravention of a covenant 
in his agreement with them which read as 
follows : 

The assistant agrees . .. that he will not dur- 

ing this contract of service save in the employ 

of the principals nor within the space of 5 years 
thereafter practise or cause or assist any other 


POWER OF A COMPANY 


In September, 1944, a co-operative dairy 
company, the main object of which was 
butter-making, passed a resolution in these 
terms: 

That the directors shall out of the profits of the 

company during the month of May in each and 

every year hereafter donate to the New Zealand 


Farmers’ Union (Auckland Province), Incor- 
porated, an incorporated society under the 
Incorporated Societies Act, 1908, and having its 
registered office at No. 7 Hobson Street, Auck- 


person to practise in any department of medicine 
surgery or midwifery nor accept nor fill any 
professional appointment whether whole time or 
otherwise whether paid by fees salary or other- 
wise or whether honorary within a radius of 
10 miles from 11, East Street, Okehampton. . 
The Court of Appeal held that the coven- 
ant was invalid as being in restraint of 
trade. The Court pointed out that all 
restraints on trade, if there is nothing 
more, are contrary to public policy, and, 
therefore, void, unless there are special cir- 
cumstances to justify them, and the onus 
of proving such special circumstances must 
rest on the party alleging them. 


TO MAKE DONATIONS. 


land, a sum equal to one pound ten shillings 

(£1.10s.) per head of all persons who during 

the previous month of January supplied milk 

or cream to the company. 

The principal object of the proposed 
donee, namely, the Auckland Farmers’ 
Union, was to foster the interests of all 
farmers and not only of dairy farmers. 
The objects included the obtaining of repre- 
sentation of the farming community in 
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Parliament by supporting candidates who 

agreed to the platform of the union. 

Certain members of the co-operative com- 
pany contested its rights to make the pro- 
posed donations. They contended that the 
proposal was not authorized by the com- 
pany’s memorandum of association. The 
company relied upon two of its objects as 
giving the necessary power—namely, para. 
3 (g) and para. 3 (i)—which read: 

(g) To enter into partnership or, info any 

arrangement for sharing profits, union of 
interests, reciprocal concessions, or other- 
wise, with any person or limited company 
carrying on or engaged in or about to carry 
on or engage in any business or transaction 
which this company is authorised to carry 
on or engage in, or any business or trans- 
action capable of being conducted so as 

- directly or indirectly to benefit this com- 

pany. 

The doing of all other such things as are 

necessary, incidental, or conducive to the 
attainment of the above objects. 

The New Zealand Court of Appeal held, 
with one dissentient, that the proposal was 
prohibited by the company’s memorandum, 
not being empowered by clause 3 (g) or 
3 (i) thereof. (Mercury Bay Co-operative 
Dairy Co. Ltd. v. Lilley, [1947] N.Z.L.R. 
632). 

Referring to clause 3 (g), O’Leary, C.J. 
said at p. 636: 

The dominant words of the paragraph are ‘‘to 

enter into any arrangement’’, and the whole 

tenor of the paragraph has reference to joint 
undertakings or interests. The proposal em- 
bodied in the resolution is not the entering into 
any arrangement, but a donation of funds, and 

I do not accept the contention that such comes 

within the terms of the paragraph. 

Of the same clause Smith, J. said at p. 638: 
In my opinion, this clause clearly does not 
cover the making of a donation to a body which 
continues to be entirely independent in its 
operations after the making of the donation. 
The main argument for the company was 

based on clause 3(i). Discussing such 

paragraphs as para. 3 (i), 1 Palmer’s Com- 
pany Law, 16th Ed. 59, 60, says: 


(i 


VALUATION OF SHARES FOR PURPOSES OF FIXING COMPENSATION 
WHERE ALL SHARES ARE COMPULSORILY 


TO SHAREHOLDERS 
ACQUIRED 


The Court of Appeal, England, has 


recently delivered judgment as to basis of 
valuing shares quoted on a Stock Exchange 
where the shares were compulsorily ac- 
quired by a Government authority. Regu- 
lation 78 (5) of the Defence (General) 
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The operation of such general words should, it ™ 
seems, be considered to be limited to such thingsgj V@ ue 
as are naturally conducive to the objects speci- buyer 
fied, i.e., doing something bona fide connected the or 
with the objects to be attained and in the The 
ordinary course of business adapted to their iE 
attainment. : anc £ 
The Chief Justice in considering the ferred 
ambit of clause 3 (i) said at p. 637: an or 
I do not think that this proposal is within the Ordin. 
terms of the principle stated in Palmer’s Comeach, | 
pany Law. It may be doing something indi- Excha 
rectly connected with the objects to be attained re ¢ 

by the company. I cannot see that it is some wen 
thing ‘‘in the ordinary course of busines notice 
adapted to their attainment.’’ The advantage@were | 
to accrue are too general and remote, they aré%for in 
not direct; they may in the long run be bene arbitrs 

ficial, but that in itself is not sufficient; the ac ae 
bringing about those benefits must be authorized lhe 
by the company’s constitution. law (1 
In the same connection, Smith, J. said§regula 
at p. 638: “the 1 
This clause does not; it seems, give the company§exclud 
power to do more than would otherwise be the sh: 
implied. In Attorney-General vy. Great Eastern rae 
Railway Co. (1880), 5 App. Cas. 473, Lordglecesse 
Blackburn stated the principle upon whiclfregulat 


powers are implied—namely, ‘‘that those thing 
which are incident to, and may reasonably and 
properly be done under the main purpose 
though they may not be literally within it, a 
not prohibited’’. In my opinion, the expres 
power given by cl. 3 (i) of the present com 
pany ’s memorandum does not confer any greate 
power than the implied power confers. The 
words used are not ‘‘as the company may thini 
conducive to the attainment of its objects.’’ If 
they had been, a eonstruction more beneficial to 
the company might be permissible. 

Fair, J. stated the basis upon which such 
questions as arose in the present casé 
should be considered : 

They necessarily involve a consideration of thé 

particular powers sought to be exereised, and 

that involves a careful consideration of thé 
actual purposes to be achieved, the means of 

carrying them out, and the benefits likely t 

result from them. Consideration has to be giver 

to the questions of fact as to whether they ar 
either directly required, or are so connected wit 
the express powers as to be reasonably necessary 
in order to enable the objects of the company 
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BY CROWN. 





Regulations provided that where an ordef 
had been made transferring control of 

business to an authorized controller, ‘thé 
price to be paid by’’ the ‘‘competen! 
authority’’ for the shares transferred unde 
the order should be ‘‘not less than th 
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value of those shares as between a willing 
buyer and a willing seller on the date of 
the order .. .”’ 

The shares of Short Brothers (Rochester 
and Bedford) Limited having been trans- 
ferred under an order, the Treasury made 
an order specifying the prices of the A 
Ordinary and Ordinary shares at 29s. 3d. 
each, being the prices ruling on the Stock 
Exchange on the relevant date. As they 
were entitled to do, two shareholders gave 
notice claiming that the prices specified 
were less than their ‘‘value’’ as provided 
for in reg. 78 (5), and the matter went to 
arbitration. 

The claimants submitted as a matter of 
law (that is, of the construction of the 
regulation) that it was impossible in fixing 
“the value of any shares’’ transferred to 
exclude the consideration that the whole of 
as they 


regulation—being transferred at the same 
time to the same purchaser and that, this 
being so, the total price to be paid was the 
value of all the shares in one hand. On this 
basis (according to the claimants’ submis- 
sion) the value of any shares was an appro- 


priate part, having regard to the number 
fof and the rights attached to those shares, 
of the value of the whole undertaking. 
On the other hand, the Crown submitted 
that, as a matter of law (that is, of the 


of the ~- regulation), the 
“value’’ in every case of shares transferred 


funder the regulation was the value to the 


shareholder of his individual holding— 
price would be obtained from a 
willing buyer on a sale of that holding to 
him, such sale being a distinct transaction 


Bwithout regard being had to the fact or 


assumption that all the other shareholders 
in the company were selling their individ- 
ual holdings at the same time to the same 
buyer. 

The arbitrator accepted the claimants’ 
contention and fixed the value of each class 
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of share at 41s. 9d., that figure being based 
on the value of the whole undertaking and 
an apportionment of that value to each 
ordinary share. The arbitrator also found 
as a fact that if the Crown’s contention in 
law was right the prices specified in the 
order were correct. 

An appeal by the Crown was upheld by 
Morris, J. and his decision was affirmed by 
the Court of Appeal (Short and Another 
v. Treasury Commissioners (1947), 63 
T.L.R. 472). 

Delivering the judgment of the Court, 
Lord Justice Evershed said: 

The formula ‘‘as between a willing buyer and 
a willing seller’’ is a common one, and, in our 
judgment, when applied to a transfer of any 
shares, imports, according to its ordinary and 
natural meaning, the conception of a separate 
bargain of sale by an individual seller to an 
individual buyer of those shares. 

It followed in the Court’s opinion that 
no account-is to be taken, by way of an 
increase in-the value of the shares, of the 
fact that the competent authority, in 
acquiring all the shares of the undertaking 
under the regulation, thereby acquires also 
exclusive control of the undertaking. 
Shareholders not being, in the eye of the 
law, part owners of an undertaking, it is 
also not a correct method of valuation 
under reg. 78 (5) to take the value of the 
undertaking as a whole and apportion it 
among the individual shares. On the true 
construction of the regulation a shareholder 
is, prima facie, entitled to be paid for his 
holding on the basis of the market value 
of a single share. On the other hand, the 
value of a share is not necessarily deter- 
mined by its quotation on the Stock Ex- 
change. It is open to the shareholder to 
displace the evidence of that quotation by 
any other evidence so long as it be directed 
to the value as between willing buyer and 
willing seller of the particular holding 
per se. 

Leave was given to appeal to the House 
of Lords. 
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UNIFORMITY IN THE PUBLIC ACCOUNT 
IN AUSTRALIA 


The Fourteenth Report of the Common- 
wealth Grants Commission, which has 
recently been issued, contains a Chapter 
(Chapter VII) dealing with the lack of 
uniformity in accounting and _ financial 
practice of the several States of the Com- 
monwealth. 

The Commission’s 
Chapter is as under :— 

The work of the Commission is hampered 
by differences between the States (a) in 
accounting procedures, (b) in the form 
and content of the public accounts, and 
(c) in financial practices. Soon after its 
establishment in 1933 the Commission 
urged the need for greater uniformity in 
publie accounts. In recent years, because 
of the expanding scale and complexity of 
public accounts and of the effects of 
fundamental changes in Federal-State 


summary of this 


financial relations, the Commission has felt 
impelled to renew its representations for 


reform. In August, 1946, the Commission 
informed the Rt. Hon. the Prime Minister 
that its work was made difficult by lack of 
uniformity in accounting methods and 
financial practice, and, in doing so, speci- 
fied instances in which lack of uniformity 
is particularly troublesome. At the same 
time, the Commission suggested that the 
Premiers of all States might be invited to 
allow their Treasury officers and Auditors- 
General to confer with Commonwealth 
officers for the purpose of exploring the 
possibility of providing, in their financial 
statements, a supplementary statement of 
financial results on a uniform basis, and of 
bringing about as great a degree of uni- 
formity as possible in financial practice 
and accounting methods of the several 
States. 

The problems involved were subsequently 
considered by conferences of Treasury and 
other officers at which representatives of 
all States indicated willingness to help. It 


was decided that the most promising mean 
of progress was for the Commonwealt 
Bureau of Census and Statistics to 
operate with State Statisticians and Trea 
uries with the object of developing unifo 
statistics of public finance rather than un 
form presentation of the accounts then 
selves. 

The Commission welcomes the positiy 
steps already taken to effect reforms, an 
believes that the present approach is like} 
to be more successful than previou 
attempts. 

With a desire to assist the Commof 
wealth Bureau of Census and Statisti¢ 
and the States, the Commission offers su 
gestions relating to— 

(a) The form, content and arrangemer 
of revenue accounts and balane 
sheets, prepared on a ‘‘commercial 
basis, of State-owned business unde 
takings ; 

The form of accounting statemen 

Obscurities in accounting stateme 

arising from ambiguous termi 
ology ; 

The logical classification of items 

revenue statements and _ balane 
sheets ; 

Advantages to be gained by p 
senting public accounts on a ni 
basis rather than on a gross basi 
Obscurities in titles given to Tr 

Funds, Deposit Accounts al 
Special Accounts, and in the 
fication of these accounts. 


‘ 


The Commission also draws spec 
attention to the fundamental distincti¢ 
between accounting methods and finane 
policy. In doing so, instances in whi 
accounting statements as records of even 
may be modified or distorted by finanei 
policy are given, and suggestions for ove 
coming obscurities so caused are offered. 
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